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Acq. and Non-acq. 


Uniform CPA Exam 
Sir: 


I am submitting herewith answer to the 
law question given in the May, 1948, Uni- 
form CPA Examination, concerning taxes: 


(a) Has a taxpayer an option of choosing 
one of two or more methods of computing 
taxable income? If so, name two methods 
available as to (1) accounting methods, 
(2) tax accounting period, (3) bad debt 
deduction and (4) long-term contracts. 


(b) A taxpayer purchased 100 shares of 
the X Company stock for $1,000 on July 1, 
1939, and another 100 shares of X Company 
stock for $1,500 on January 2, 1948. He 
sold 100 shares of the X stock at $1,250 
on April 1, 1948. His purchase records 
were lost, and he could not identify which 
purchase was sold. (1) Did the taxpayer 
have a gain or loss? What was its nature? 
(2) What lot was sold? What is the 
general rule? 


(c) Are fees paid to attorneys and 
accountants for tax advice and preparation 
of income tax returns deductible from a 
taxpayer’s gross income? When? Give the 
general rule that applies. 


(d) A partnership agreement provides 
that A shall receive a salary of $5,000 and 
B a salary of $4,000 before dividing profits, 
of which A is to receive two thirds and 
B one third. The books of the partner- 
ship showed a profit of $12,000 after deduc- 
ting the salaries paid to A and B. This 
was reported as partnership net income on 
the “partnership return,” allocating $8,000 
as A’s profit and $4,000 as B’s profit. 

(1) Was the “partnership return” correct? 
Why? 


(2) What and how much must each 
partner include in his individual tax return 
as to his total earnings from the partner- 
ship? 
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(3) State the rule that applies in this 
situation. 

Answer. (a) Yes. A uniform method 
of collecting and returning income is not 
required, and each taxpayer may adopt 
such system for income purposes as in his 
judgment is best adopted to his purpose. 
(Code Section 41; Regulations 111, Section 
29.41-3.) 


(1) Cash and accrual. (Code Section 41; 
Regulations 111, Section 29.41-3.) 

(2) Calendar year, fiscal year (ending at 
end of any month other than December). 
(Code Section 41; Regulations 111, Sec- 
tion 29.41-1.) 

(3) Reasonable addition to reserve, actual 
charge-off method of debts which become 
worthless in whole or in part. (Code Sec- 
tion 23 (k) (1); Regulations 111, Section 
29.23 (k)-1.) 

(4) Percentage of completion, completed 
contract. (Regulations 111, Section 29.42-4.) 

(b) (1) Yes. Long-term capital gain of 
$250 resulted ($1,250 selling price. less $1,000 
cost, assuming that all applicable charges in- 
cluded such as brokerage fees, stamps and 
that taxpayer was not a dealer). Such 
long-term capital gain is includible in taxable 
income to the extent of fifty per cent, or here 
$125. If the total tax would be less by tax- 
ing such net long-term gain at the effective 
rate of twenty-five per cent, then such alterna- 
tive tax rate will be applied. This is true as to 
both individuals and corporations. (Code 
Section 117 (c); Regulations 111, Section 
29.117-3.) A long-term capital gain or loss 
results from the sale or exchange of capital 
assets held for more than six months, if 
and to the extent such gains and losses 
are taken into account in computing net 
income. (Code Section 117 (a)-8; Regula- 
tions 111, Section 29.117-1.) 

(2) The first lot was sold. The general 
rule, known as “first-in, first-out,” is that 
if shares of stock are sold from lots pur- 
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chased at different dates or at different 
prices and the identity of the lots cannot 
be determined, the stock sold shall be 
charged against the earliest purchases of 
such stock. The excess of the amount 
realized over the cost or other basis will 
constitute gain. (Code Section 22 (a); 
Regulations 111, Section 29.22 (a)-8.) 


(c) Yes. These are specifically allowed 
by Regulations 111, Section 29.23 (a)-15. 
They are deductible in the period when 
paid if taxpayer is on a cash basis of 
accounting, or when incurred if he is on 
the accrual basis. Subject to certain limi- 
tations, expense may be deducted only (1) 
if it has been paid or incurred during the 
taxable year (i) for the production or 
collection of income which, if and when 
realized, will be required to be included in 
income for tax purposes, or (ii) for the 
management, conservation or maintenance 
of property held for production of income, 
and (2) it is an ordinary and necessary 
expense for either or both of the purposes 
stated in (1) above. (Regulations 111, Sec- 
tion 29.23 (a)-15.) If the taxpayer is an 
individual, he would have to file on long 
Form 1040 to get the deduction. 

(d) (1) No. Partners’ salaries are not de- 
ductible on partnership returns. The salaries 
should have been added back to the part- 


ners’ profits (Regulations 111, Section 
29.183-1): ° 
A B 
BI is a acea acest $ 5,000 $4,000 
Share of profit........ 8,000 4,000 
Total taxable income 
from partnership... .$13,000 $8,000 








(2) His agreed share of the partnership 
ordinary net income computed with the 
following exclusions: 

Charitable contributions. 
183 (c).) 

Long- and short-term capital gains and 
losses. (Code Section 182 (a)-(b).) 

Operating loss as well as carry-backs 
and carry-overs. (Code Section 189; 
Regulations 111, Section 29.189-1.) 


Exempt income. 


Credits for partially exempt interest 
obligations or for interest from United 
States obligations or obligations of its 
instrumentalities. (Code Section 184; 
Regulations 111, Section 29.184-1.) 


(Code Section 
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Credit for taxes paid to foreign countries 
or possessions of the United States. (Code 
Section 186.) 


Credit for taxes paid on tax-free cove- 
nant bonds. 


He receives his agreed proportionate 
share of the above exclusions on his return. 


He reports the income even though in 
fact it has not been received or distributed, 
or even though he is on the cash basis 
while the partnership is on the accrual 
basis (or vice versa). (Code Section 182; 
Regulations 111, Section 29.182-1.) He 
includes his distributive share of the part- 
nership income for the partnership tax year 
which ends within or with his tax year. 
(Code Section 188; I. T. 2837, XIII-2 CB 39.) 
He includes his drawings, if they are not 
capital withdrawals, salaries and interest 
received from the partnership. 


(3) Salaries are part of partners’ income 
which must be reported as partnership 
income. They are not deductible partner- 
ship expense. They represent a sharing of 
profits in a different ratio from that of the 
remaining profit, but are nevertheless in- 
come to the partners. (Regulations 111, 
Section 29.183-1; Mim. 3283, IV-1 CB 
14; Pauli [CCH Dec. 3870], 11 BTA 784, 
acq. VII-2 CB 31.) 

I. J. SAMUELS 
Los ANGELES 


Slight Exaggeration 
Sir: 


Nearly all available figures state that 
about fifty-four million federal tax returns 
are filed each year. On page 293 of the 
April issue it is stated that revenue agents 
examine nearly 100 returns per day per 
agent. One hundred returns multiplied by 
250 work days multiplied by 8,000 agents 
equals 200,000,000 returns. Isn’t this a 
slight exaggeration? 

i Bx 
Wasuincron, D. C. 


[Slight is not quite the word. What Mr. 
McLarney told us was that there was a “skilled 
examination of the returns of less than 300,000 
taxpayers each year,’ which examination pro- 
duced additional taxes, interest and penalties. 
We are glad to get the record straight. 
Editor. | 


Tax-Wise 


Meetings of Tax Men 


At its last meeting, the Federal Tax Forum, 
Inc., reelected the following officers: Presi- 
dent—Albert T. Hassell, of Textron, Inc., 
Vice-President—Sol Charles Levine, attor- 
ney; Treasurer—Dudley H. Wolf, of Rowe 
Corporation; Secretary—Eugenia Reynolds, 
of H. L. Greene & Company. Mr. Hassell’s 
picture appears at the bottom of the page. 

* ok x 


The American Society of Chartered Life 
Underwriters and the School of Business 
Administration, University of Connecticut, 
have scheduled the Third Chartered Life 
Underwriters Institute at Storrs, Connecticut, 
for July 19 through July 30, 1948. Taxation, 
especially estate taxation, occupies a promi- 
nent place on the agenda of the Institute. 
For information, address Frederick W. Floyd, 
Executive Secretary, Hamilton Court, 39th 
and Chestnut Streets, Philadelphia 4, Penn- 
sylvania. 


“Mercenaries in Logomachy” 


Secretary of the Treasury Snyder says the 
simplified income tax form is too confusing 
and will have to be made simpler. A new 
Form 1040-A is being devised. It will be 
a little larger than the W-2, so that more 
instructions can be printed on it. This quest 
for the simplest reminds us of a similar quest 
for a febrifuge for the fever of all govern- 
ment directives, Federalese or Civil Service 
Jargon. Success in such a search is the 
“consummation devoutly to be wished.” 

An article in the British weekly, Taxation, 
describes a recent book, written by Sir Ernest 
Gowers and published by H. M. Stationery 
Office, entitled Plain Words. The book is 
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Taxes... 
Tax People... 
Things Taxed... 


particularly concerned with the use of “Civil 
Service Jargon” by British Government offi- 
cials. Income tax instructions, the book 
points out as an example, read: “A deduc- 
tion of tax may be claimed in respect of any 
person whom the individual maintains at his 
own expense, and who is (i) a relative of 
his, or his wife, and incapacitated by old age 
or infirmity from maintaining himself or 
herself, or (ii) his or his wife’s widowed 
mother, whether incapacitated or not, or 
(iii) his daughter who is resident with him 
and upon whose services he is compelled to 
flepend by reason of old age or infirmity.” 


Sir Ernest Gowers suggests that the sen- 
tence be rewritten as follows: “If you main- 
tain a relative of yourself or your wife who 
is unable to work because of old age or in- 
firmity, you can claim an allowance of ——. 
You can claim this allowance if you main- 
tain your widowed mother, or your wife’s 
widowed mother, whether she is unable to 
work or not. If you maintain a daughter who 
lives with you because you or your wife are 
[sic] old or infirm, you can claim an allowance 
of ——.” 
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The legal draftsman has a duty, the author 
says, “to try to imagine every possible com- 
bination of circumstances to which his words 
might apply and every conceivable misinter- 
pretation that might be put upon them, and 
to take precautions accordingly.” 


The law and explanations of the law in 
official documents are not the only trouble 
spots; another is the letter written by an 
official. The author of the book quotes, for 
instance: “I have pleasure of enclosing a 
cheque for , a supplementary repayment 
for . This is accounted for by the fact 
that in calculating the untaxed interest as- 
sessable the interest on the loan from Mr. X 
was treated as untaxed, whereas it should 
have been regarded as received in full out 
of taxed sources—any liability thereon being 
fully satisfied. The treatment of this loan 
interest from the date of the first payment 
has been correct, i.e., tax charged at the 
full standard rate on Mr. X and treated in 
your hands as a liability fully satisfied be- 
fore receipt.” 


The book Plain Words says that this letter 
to the taxpayer should have stated the ex- 
planation of his refund like this: “In calcu- 
lating the amount of the repayment due to 
you, the interest you received on the money 
you lent to Mr. X was included in those 
items of your income which had not already 
been taxed. This was wrong. Mr. X had 
paid the tax on this interest, and you are 
not liable to pay tax on it again. We did 
not make this mistake in earlier years, and 
you have been repaid all the tax due to you 
for all of those years.” 


For the most part, we have done a rel- 
atively good job of using plain English in 
our own tax law. You might compare the 
British section quoted with Section 25 (b) 
(3) of the Code. This is the section which 
defines dependents under our tax law. 


Those who remember the regulations and 
orders of the late, but unlamented, WPB 
and OPA know that “Civil Service Jargon,” 
as the British call it, is not a fever endemic 
solely to the government employees of Eng- 
land. “Federalese,” as it is termed here, 
was the anathema of every businessman who 
had even the remotest contact with Wash- 
ington. Toward the end of their existence, 
these United States agencies tried to phrase 
their directives in more understandable lan- 
guage. This was, largely, the result of work 
by experts in the English language, who were 
called to Washington for the purpose. 


Plain Talk, by Rudolph Flesch (not to be 
coniused with Plain Words), is a book pub- 
lished in this country in 1946, as a result of 


Tax-Wise 


inspiration the author received while work- 
ing as one of those experts. This author 
reduces his directions for writing communi- 
cative English to a mathematical formula. 
For any tax man, lawyer or accountant, the 
plain English thus advocated is far too sim- 
ple and limited in scope for the job of either 
of the professions. 


Mr. Walter P. Armstrong says of the 
book: “... most lawyers and judges... have 
an acute, if unfelt, need for a book which 
fulfills the title of this one [Plain Talk]. The 
trouble is that this book does not for us—mer- 
cenaries in logomachy—fulfill its title... . 


“ 


Then, too, Mr. Flesch isn’t quite 
sporting in the targets he selects. To fire 
one barrel at the convolutions of the income 
tax directives and another at the gibberish 
of the Federal Register is like shooting 
ducks on the water or quail on the ground. 
There would have been more point to his moral 
and more adornment to his tale if he had 
aimed at lawyers who squirm in high brackets 
and judges who doze in dingy robes.” 


This reminds us of a decision involving 
the interpretation of a will. The testator 
had lived with an unmarried woman and 
had had four children by her. He died 
leaving her certain property “during her 
widowhood.” The court held that this testa- 
mentary gift failed because a woman who 
had not been married could not be anyone’s 
widow. 


Rudolph Flesch has proposed as a remedy 
the measurement of written language by a 
formula mathematical in nature. Others, 
citing that old saw of Humpty Dumpty’s— 
“When I use a word, it means just what I 
choose it to mean. Neither more nor less.” 
—believe the difficulty of writing clear, 
understandable English lies in the elasticity 
of the meaning of words, and propose as a 
solution the use of more precise words. 
Along this line of thought is the logomachic 
discussion that breaks into print every now 
and then over the phrase “and/or.” 


One legal writer defended the use of the 
term: “This phrase, term, symbol, or char- 
acter is a deliberate amphibology; it is 
purposefully ambiguous, its sole usefulness 
lies in its self-evident equivocality. When 
the term is properly used, however, its 
meaning is not indefinite or uncertain.” 


The Supreme Court of Wisconsin thought 
differently: “We are confronted with the 
task of first construing ‘and/or’, that befud- 
dling, nameless thing, that Janus-faced verbal 
monstrosity, neither word nor phrase, the child 
of a brain of someone too lazy or too dull 
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to express his precise meaning, or too dull 
to know what he did mean, now commonly 
used by lawyers in drafting legal documents, 
through carelessness or ignorance or as a 
cunning device to conceal rather than ex- 
press meaning with view to furthering the 
interest of their clients” A cursory search 
through the Code and the Regulations does 
not show this phrase in use in either. 

Leon Schaefler says trust agreements are 
stuffy: “The trust lawyer can, and should, 
write a trust agreement in words under- 
standable by anyone—not only the client 
and the beneficiaries—but also by the law- 
yer himself and the courts which are often 
called upon to ‘construe’ it. Lawyers should 
not be permitted to hide behind the pusillani- 
mous fiction to which the embarrassed and red- 
faced court resorts in an effort to hide an 
attorney's incompetance with his native tongue 
—that the creator of the trust by the use of 
certain language intended a certain effect, as 
though the creator had written the agreement 
himself.” (Trusts and Estates, March, 1948.) 

The problem of the legal draftsman, says 
Sir Ernest Gower, is to anticipate every con- 
ceivable interpretation and misinterpretation. 
The same problem attends the attorney who 
draws a will and the accountant who pre- 
pares a financial statement. 

The problem, then, is to select the precise 
word, long or short, worn from overuse or 
rusty from undisturbed repose in the inner- 
most recess of Webster. It is probably the 
detour to avoid the cliché which leads the 
professional man down the road of the ses- 
quipedalian rather than that of the precise. 

We are not making a conscious attempt 
to pick on the British, but another example 
from Taxation happens to be very apt here. 

In a recent meeting of the British Public 
Health Committee, one of the members 
asked what this paragraph meant: “The 
room shall be effectually ventilated and lighted 
by a window or windows opening directly 
to the external air which shall have a total 
area equal at least to one eighth of the floor 
area of the room, a portion of which total 
area equal at the least to one tenth of the 
floor area of the room, shall be so situated 
that a line making an angle of 30 degrees 
with a horizontal plane can be drawn up- 
wards from any point thereon in a vertical 
plane at right-angles to the plane of the 
window so as not to intersect within a dis- 
tance of ten feet measured horizontally from 
the window any wall or kerb or other ob- 
struction except an open fence.” 

The chairman replied rather briskly, “It 
means actually what it says.” 
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As Mortimer Snerd would say, “Yup, yup. 
That’s what it means all right.” 

Perhaps it would be a good idea for Mr. 
Hoffman to toss a few periods for the British 
civil service into the next shipment of Mar- 
shall Plan goods. 

There is an excellent new book on unam- 
biguous writing for the professional man 
(which we suggest you place on that book- 
shelf we spoke of on page 329 of the April 
issue): Accountants’ Writing, by John Mantle 
Clapp (Ronald Press, New York). Rather 
than condemn everyone to read plain Eng- 
lish a la Flesch method, this author ap- 
proaches the job of the professional as one 
of communicating—a word that presupposes 
the reader’s understanding of the communi- 
cation. 

If we resort to plain English, we may 
forego the pleasure of reading decisions writ- 
ten by such epigrammatic writers as Learned 
Hand and Felix Frankfurter. Well, we have 
a lot of freedoms in this country, and one 
of these might be the freedom to learn or 
not to learn our own language. Too bad, 
too—it’s a beautiful language. 

We have appended a list of some of the 
important words that have been defined by 
the Tax Court in its decisions. 


A 


ABNORMALITY.—Enameled Metals Co., 
CCH Dec. 4779; 14 BTA 1392. 


ABSOLUTE DOMINION.—Security First 
National Bank of Los Angeles, CCH Dec. 
8098; 28 BTA 289. 


ACCIDENT.—William J. Matheson, CCH 
Dec. 5732; 18 BTA 674. 


ACCOUNTING.—Automobile Underwriters 
Inc., CCH Dec. 6088; 19 BTA 1160. 


ACCRUE.—Ernest M. Bull, CCH Dec. 2702; 
7 BTA 993. George D. Davidson Co. of 
Cal., CCH Dec. 4566; 14 BTA 91. 


ACCRUED.H. H. Brown Co., CCH Dec. 
2803; 8 BTA 112. Eleanor Jane Zeile, 
CCH Dec. 6369; 20 BTA 1039. 


ACCUMULATED.—Talbot C. 
CCH Dec. 7947; 27 BTA 829. 


ACCUMULATION SINCE FEBRUARY 
28, 1913.—Charles J. Canfield, CCH Dec. 
7235 ; 24 BTA 480. 


ACQUIRE.—F. W. Matthiessen, Jr., CCH 
Dec. 873; 2 BTA 921. Lettie Snyder, CCH 
Dec. 8027; 27 BTA 1285. 


ACQUIRED.—City Bank Co., CCH Dec. 
86; 1 BTA 210. 


Walker, 
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ACQUIRED BEFORE MARCH 1, 1913. 
—Joseph Stern, CCH Dec. 4691; 14 BTA 
838. 

ACQUISITION.—Nellie B. McGee, CCH 
Dec. 4494; 13 BTA 1181. 

ACTUAL INCOME.—James P. McKenna, 
CCH Dec. 127; 1 BTA 326. 

ADMINISTRATION.—James D. Bronson, 
CCH Dec. 2490; 7 BTA 127. 

ADMINISTRATION EXPENSES.— 
Charles B. Shelton, CCH Dec. 1276; 3 BTA 
809. 

ADMITTED REINSURANCE. — United 
States Merchants & Shippers Insurance Co., 
CCH Dec. 4298; 13 BTA 164. 

ALLOW DEDUCTIONS. — Even Realty 
Co., CCH. Dec. 137; 1 BTA 355. 

AMORTIZATION.—Walcott Lathe Co., 
CCH Dec. 956; 2 BTA 1231. 

AMORTIZE.—F. Burkhart Mfg. Co., CCH 
Dec. 3319; 9 BTA 1228. 

AMORTIZED.—John Polachek, CCH Dec. 
2769; 8 BTA 1. 

ANTICIPATED PAYMENTS.—W. F. 
Workman, CCH Dec. 4783; 14 BTA 1414. 


ANY DISTRIBUTION MADE.—Harmon 
W. Hendricks, CCH Dec. 1742; 4 BTA 
1257. A. H. Stange, CCH Dec. 298; 1 
BTA 810. 

APPEAL.—Capital Building & Loan Assn., 
CCH Dec. 4032; 12 BTA 349. 

ASCERTAIN.—Steele Cotton Mill Co., CCH 
Dec. 119; 1 BTA 299. 

ASSESSED.—Robert Swanston, CCH Dec. 
5659. 18 BTA 379. Joseph P. Levy, CCH 
Dec. 5655; 18 BTA 337. 

ASSESSMENT.—Sunshine Cloak Co., CCH 
Dec. 3600; 10 BTA 971. 

ASSIGNMENT.—L. T. Waller, CCH Dec. 
5173; 16 BTA 574. 

ASSOCIATION.—Albert M. Briggs, CCH 
Dec. 2557; 7 BTA 409. Philadelphia & 
Reading Relief Assn., CCH Dec. 1599; 4 
BTA 713. Realty Associates, CCH Dec. 
5554; 17 BTA 1173. 

ASSOCIATIONS.—Fred T. Murphy, CCH 
Dec. 7457; 25 BTA 724. 


B 
BASIS.—Even Realty Co., CCH Dec. 137; 
1 BTA 355. 
BENEFICIARY.— Emma Louise Smith, 
CCH Dec. 7019; 23 BTA 631. 


BENEVOLENCE.—St. Louis Union Trust 
Co., CCH Dec. 6632; 21 BTA 1201. 
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BONA FIDE.—Corrado & Galiardi, Inc., 
CCH Dec. 6812; 22 BTA 847. 

BONA FIDE PAID IN.—Hewitt Rubber 
Co., CCH Dec. 160; 1 BTA 424. Marken- 
heim Co., CCH Dec. 482; 1 BTA 1240. 

BUSINESS.—Charles L. Suhr, CCH Dec. 
1748; 4 BTA 1198. Thomas F. Sheridan, 
CCH Dec. 1757; 4 BTA 1299. Ignaz 
Schwinn, CCH Dec. 3322; 9 BTA 1304 
Oscar K. Eysenbach, CCH 3553; 10 BTA 
716. Trustees for Gonzolus Creek Oil Co., 
CCH Dec. 4030; 12 BTA 310. T. J. Crane, 
CCH Dec. 5471; 17 BTA 720. Edward H. 
Baker, CCH Dec. 5474; 17 BTA 733. David 
A, Reed, CCH Dec. 4364; 13 BTA 513. 
E. M. Elliott, CCH Dec. 4880; 15 BTA 494. 

BUSINESS, ENGAGED IN.—/. J. Har- 
rington, CCH Dec. 8; 1 BTA 11. 

BUSINESS, SUCCESSOR OF.--G. M. 
Standifer Construction Corp., CCH Dec. 
1571; 4 BTA 525. 

BUSINESS EXPENSES.—Frank H. Sulli- 
van, CCH Dec. 48; 1 BTA 93. Goodell- 
Pratt Co., CCH Dec. 1025; 3 BTA 30. First 
National Bank of St. Louis, CCH Dec. 1257; 
3 BTA 807. Libby & Blouin, Ltd., CCH 
_ Dec. 1637; 4 BTA 910. 


Cc 


CAPITAL EXPENDITURES. — Goodell- 
Pratt, CCH Dec. 1025; 3 BTA 30. 

CASUALTY.—Charles N. Burch, CCH Dec. 
1567; 4 BTA 604. William J. Matheson, 
CCH Dec. 5732; 18 BTA 674. 

CHARGED OFF.—Charles A. Collin, CCH 
Dec. 121; 1 BTA 305. 

CHARGED OFF WITHIN THE TAX- 
ABLE YEAR.—Mason Machine Works 
Co., CCH Dec. 1262; 3 BTA 745. 

CHARITABLE GIFT.—John Markle, CCH 
Dec. 8080; 28 BTA 201. 

CHARITABLE ORGANIZATION. — 
Philadelphia & Reading Relief Assn., CCH 
Dec. 1599; 4 BTA 713. 

CHARITY.—George E. Turnure, CCH Dec. 
3284; 9 BTA 871. St. Louis Union Trust 
Co., CCH Dec. 6632; 21 BTA 1201, 

CIRCULATION.—Gardner Printing Co., 
CCH Dec. 1419; 4 BTA 37. Herald-Des- 
patch Co., CCH Dec. 1702; 4 BTA 1096. 

CLAIMS AGAINST THE ESTATE.— 
Charles B. Shelton, CCH Dec. 1276; 3 BTA 
809. 

CONSENT.—American Feature Film Co., 
CCH Dec. 3947; 11 BTA 1271. 

CONSOLIDATED.—Frank G. Shattuck 
Co., CCH Dec. 499; 2 BTA 7. 
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CONSOLIDATED INVESTED CAPI- 
TAL.—Farmers Deposit National Bank, 
CCH Dec. 1908; 5 BTA 520. 

CONSOLIDATED NET INCOME.— 
Farmers Deposit National Bank, CCH Dec. 
1908; 5 BTA 520. 

CONSOLIDATED RETURN.—Gould 
Coupler Co., CCH Dec. 1911; 5 BTA 499. 
Farmers Deposit National Bank, CCH Dec. 
1908; 5 BTA 520. 

CONSOLIDATION.—R. D. Musser, CCH 
Dec. 903; 2 BTA 1031. A. J. Siegel, CCH 
Dec. 1475; 4 BTA 186. Fred Barker, CCH 
Dec. 8156; 28 BTA 657. 

CONSUMMATE.—Charles W. Dahlinger, 
CCH Dec. 6156; 20 BTA 176. Theodore J. 
Swift, CCH Dec. 6378; 20 BTA 1099. 

CONSUMMATED.—Jolhn H. Perry, CCH 
Dec. 6680; 22 BTA 13. 

CONTEMPLATION OF DEATH.—Phii- 
ip T. Stark, CCH Dec. 1186; 3 BTA 514. 
Hannah M. Spofford, CCH Dec. 1311; 3 
BTA 1016. Herbert Kahn, CCH Dec. 1760; 
4 BTA 1289. Estate of George A. Wheelock, 
CCH Dec. 4416; 13 BTA 828: 

CONTINUED USE OR POSSESSION. 
—J. Alland & Bro., Inc., CCH Dec. 238; 
1 BTA 631. 

CONTROL.—Canyon Lumber Co., 
Dec. 178; 1 BTA 473. 


CCH 
Isse Koch & Co., 


CCH Dec. 235; 1 BTA 624. Old Colony 
R. R. Co., CCH Dec. 408; 1 BTA 1067. 
Fidelity Trust Co., CCH Dec. 1541; 4 BTA 


411. Cleveland & Mahoning Valley Ry. Co., 
CCH Dec. 1680; 4 BTA 1040. W. A. 
Sheaffer Pen Co., CCH Dec. 3242; 9 BTA 
842. Pantlind Hotel Co., CCH Dec. 3245; 
9 BTA 878. Great Lakes Hotel Co., CCH 
Dec. 3409; 10 BTA 120. Watsontown Brick 
Co., CCH Dec. 1054; 3 BTA 85. Keen and 
Woolf Oil Co., CCH Dec. 4890; 15 BTA 
542; Rishell Phonograph Co., CCH Dec. 
605; 2 BTA 229. Midland Refining Co., 
CCH Dec. 624; 2 BTA 292. Savannah River 
Lumber Co., CCH Dec. 4589; 14 BTA 165. 

COST-PLUS CONTRACTS.—Symington- 
Anderson Co., CCH Dec. 2800; 8 BTA 132. 

CREDITED OR REFUNDED. — John 
Moir, CCH Dec. 1020; 3 BTA 21. 

CRUELTY.—Pemnsylvania Co. for Insur- 
ances on Lives and Granting Annuities, CCH 
Dec. 7529; 25 BTA 1168. 


D 
DEBENTURE.—H. R. DeMilt Co., CCH 

Dec. 2472; 7 BTA 7. 
DEBT.—Steele Cotton Mill Co., CCH Dec. 
119; 1 BTA 299. Charles A. Collin, CCH 
Dec. 121; 1 BTA 305. Emil Weitzner, CCH 
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Dec. 4123; 12 BTA 724. Ambrose D. Henry, 
CCH Dec. 3000; 8 BTA 1089. J. S. Culli- 
nan, CCH Dec. 6039; 19 BTA 930. Lafay- 
ette Life Insurance Co., CCH Dec. 7727; 
26 BTA 946. Twin Ports Bridge Co., CCH 
Dec. 7866; 27 BTA 346. 

DEBTS ASCERTAINED TO BE 
WORTHLESS.—Pacific Pipe & Supply 
Co., CCH Dec. 858; 2 BTA 870. 

DEDUCTIBLE LOSSES.—H. J. Schlesin- 
ger, CCH Dec. 2013; 5 BTA 943. 

DEDUCTIONS.—Maritime Securities Co., 
CCH Dec. 592; 2 BTA 188. 

DEFICIENCY.—Oeéesterlein Machine Co., 
CCH Dec. 69; 1 BTA 159. Continental Ac- 
counting & Audit Co., CCH Dec. 819; 2 
BTA 761. 

DEPRECIATION .—Even Realty Co., CCH 
Dec. 137; 1 BTA 355. Union Metal Mfg. 
Co., CCH Dec. 147; 1 BTA 395. 

DETERMINATION.—Joseph Garneau Co., 
CCH Dec. 43; 1 BTA 75. Terminal Wine 
Co., CCH Dec. 261; 1 BTA 697. 

DISCOUNT.—American National Bank of 
St. Paul, CCH Dec. 4624; 14 BTA 476. 
New York, Chicago & St. Louis R. R. Co., 
CCH Dec. 6955; 23 BTA 177. 

DISCOVERY.—Clarence D. Robinson, CCH 
Dec. 2941; 8 BTA 778. 

DISTRIBUTION.—A. H. Stange, CCH 
Dec. 298; 1 BTA 810. James Dobson, CCH 
Dec. 413; 1 BTA 1082. Harmon W. Hen- 
dricks, CCH Dec. 1742; 4 BTA 1257. Hugh 
R. Wilson, CCH Dec. 1303; 3 BTA 957. 

DISTRIBUTIVE SHARE.—Louise P. V. 
Whitcomb, CCH Dec. 1346; 4 BTA 80. 

DIVIDEND.—Greenville Textile Supply Co., 
CCH Dec. 66; 1 BTA 152. Frank D. Dar- 
row, CCH Dec. 2822; 8 BTA 276. John S. 
Woodard, CCH Dec. 8640; 30 BTA 1216. 

DIVIDENDS.—Talbot C. Walker, CCH 
Dec. 7947; 27 BTA 829. 

DOMICILE.—Guaranty Trust 
Dec. 7429; 25 BTA 507. 

DURESS.—Alfred J. Diescher, CCH Dec. 
5658; 18 BTA 353. 

DURING.—Trustees for Ohio & Big Sandy 
Coal Co., CCH Dec. 4844; 15 BTA 273. 


Co., CCH 


E 

EARNED INCOME.—Mrs. Frank 
drews, CCH Dec. 7667; 26 BTA 642. 
EARNED SURPLUS.—City National Bank, 
CCH Dec. 766; 2 BTA 623. E. J. Gallagher 
Realty Co., CCH Dec. 1488; 4 BTA 219. 
New Ottawa County Tel. Co., CCH Dec. 

1249; 3 BTA 753. 
(Continued on page 679) 
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Washington Tax Talk 


LAST DAYS 
OF CONGRESS BEFORE 
CONVENTIONS 





Our Cover 


Mr. Lynch, whose picture appears on our 
cover, was confirmed in the position of Gen- 
eral Counsel of the Treasury Department on 
June 8 by the Senate. He had since last 
August been serving in the capacity of Act- 
ing General Counsel. 


He practiced law for a time in Toledo, 
Ohio, and then moved into the Securities 
and Exchange Commission, where he served 
as Assistant General Counsel. 


In 1939 he went with the Anti-Trust Di- 
vision of the Department of Justice; and 
when the WPB needed him, he transferred 
there as counsel to the Rubber Director, 
Jeffers. In 1943 he returned to the Treasury 
Department as Assistant General Counsel 
in charge of legislative matters (except 
taxes), and in 1947 he was appointed Acting 
General Counsel, which position he held 
until the present appointment. 


Congress 


No tax bill this year—maybe next. Printed 
copies of H. R. 6712 can be used as fans on 
hot nights by the delegates to the Conven- 
tions in Phiiadelphia. Oleomargarine will 
still be white. By the way, the Supreme 
Court took a look at the South Dakota tax 
on butter substitute (ten cents a pound) 
and said the case (Schmitt v. Nord) didn’t 
present a substantial federal issue. Ergo, 
the South Dakota tax is a valid revenue 
measure for the state. 


Congress did, however, pass several amend- 
ments to the District of Columbia, income 
and franchise tax act, which will worry 
business men who have been “deriving in- 
come from District of Columbia sources” 
even though they maintain no office there. 


Townsend Plan Again.—In the last weeks 
before adjournment of Congress, there was 
quite a discussion of the perennial Town- 
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send Plan, which in its present state pro- 
poses a three per cent gross income tax for 
the purpose of paying annuities to the aged 
“as a matter of right.” 


In the Eightieth Congress, several bills 
identical in language—H. R. 16, H. R. 2476, 
S. 57, S. 1510—proposed the abolition of the 
present old-age survivor insurance program 
and the substitution of a plan paying bene- 
fits ranging from $60 per month to $122.06 
per month, which the recipient must spend 
within thirty days after receipt. 


The present system, as you know, is 
financed by a tax of one per cent on the 
wages received by the insured individual and 
one per cent on the wages paid by the em- 
ployer. The Townsend Plan would be 
financed by a three per cent gross income tax, 
permitting an exemption of $100 per month 
of personal income. The tax would also 
apply to the “gross receipts of the taxpayer 
derived from trade, business, commerce, or 
the sale of tangible or intangible property, 
and including interest, dividends, discounts, 
royalties, fees, commissions, bonuses, or 
prizes or any emoluments however desig- 
nated and without any deductions or account 
of the cost of the goods sold, the cost of 
materials used, the cost of labor, taxes, roy- 
alties, interest or discount paid or any other 
expenses.” The smallness of the payments 
of the present system is reason enough, claim 
the proponents of the new bill, for a change 
in the entire system: ‘These payment are so 
meager and so low that they nauseate and 
sicken the human heart [sic].” 


Stein Song.—For some time the brewers 
have been seeking a means of obtaining a 
refund of internal revenue taxes paid on 
beer that is lost in bottling operations. A 
bill to permit such refunds was near passage 
in the Senate on June 18, when Senator 
Robertson of Virginia told the Senate that a 
bill to relieve churches of excise taxes on 
musical instruments, especially organs, passed 
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the House in February. “But I have re- 
peatedly written the Chairman of the Finance 
Committee [Mr. Millikin],” said the Senator, 
“and have conferred with him several times, 
and now I should like to ask: How is it that 
his committee has found an opportunity 
favorably to report to the Senate a bill to 
relieve brewers of the nation of an excise 
tax, but has not found time to report to the 
Senate a bill to relieve churches of excise 
taxes?” 


Mr. Millikin at the time could not give 
either Mr. Robertson or Mr. Johnston of 
South Carolina a satisfactory answer, and 
Mr. Johnston’s objection caused the bill to 
“go over,” as they say in the Senate. 


However, later in the day Mr. Robertson 
asked and received unanimous consent to 
have the bill brought back and offered a 
rider in the torm of an amendment to Sec- 
tion 3404(d) of the Code, exempting musi- 
cal instruments sold to churches from the 
excise tax. The bill passed with the amend- 
ment. 


Mr. Maybank (another Senator) apolo- 
gized for not being able to give the churches 
their exemption in a separate bill. While 
some ministers may not relish telling their 
congregations that they can now buy a new 
organ tax free by reason of a newly passed 
bill entitled “H. R. 6808 to permit refund 
or credit to brewers of taxes paid on beer 
lost in bottling operations,” the untaxed 
music will sound just as sweet. 


Treasury Department 


One of the recent new bills signed by the 
President increased the amount for personal 
merchandise that may be brought into this 
country by the returning traveler from a 
foreign country from $100 to $300 per per- 


son. Secretary Snyder sasy of Americans 
traveling abroad: “Such travel has been of 
great value to our country and to foreign 
countries by providing opportunities for our 
people to meet those of other countries face 
to face. It assumes a special importance 
today because the dollars Americans spend 
abroad constitute, in the technical language 
of the economists, ‘invisible exports’ from 
those countries to the United States, which 


increase the dollar earnings of foreign coun- 
tries and facilitate their purchase of Ameri- 
can goods.” 


Ownership of E Bonds 


Cases involving the ownership and trans- 
fer of savings bonds upon death, now coming 
into the courts, show that the average owner 
has little concept of the ownership he exer- 
cises in the savings bond. The case Moyer 
Estate in the Pennsylvania Orphans’ Court 
is in point. E Bonds were registered in the 
name of the decedent and one other as 
co-owners. Evidently the decedent, who 
possessed the bonds, drew a line through 
the name of the co-owner, apparently try- 
ing to change the character of the owner- 
ship. The court held, however, that the 
Treasury’s Regulations governing the own- 
ership and transfer of the savings bond have 
the force of law and bind the court. 


Upon the death of a co-owner the entire 
proceeds of the bond become the property 
of the surviving co-owner, and a transfer, 
out of the names appearing upon the face of 
the bond, must be made in accord with the 
regulations of the Treasury Department, 
which in cases of this kind calls for sur- 
render of the bond and re-issuance in the 
name of the new owner. In the Moyer case 
a testamentary disposition of the bonds to 
a beneficiary other than the co-owner, whose 
name had been struck through, failed, and 
the court was forced to recognize the sur- 
viving co-owner as the rightful owner of the 
entire proceeds of the bonds. 


New Forms 


The Treasury plans to create a new in- 
come tax form, 1040-A, to take the place 
of the W-2 as an income tax return. W-2 
will continue to be used as a receipt for 
taxes withheld. The new form will ask for 
more detailed information from the tax- 
payer, and at the same time provide more 
instructions for his help. Mainly, it will 
allow for the listing of all wages received 
from one or more employers, as the case 
may be. 


ne 
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Long-Term Compensation 


and Income Splitting 


By FRITZ L. BRAUNFELD 


THE AUTHOR BELIEVES THE COMMISSIONER’S REGU- 
LATIONS SHOULD ASSURE THE EQUAL TREATMENT 
OF LONG-TERM COMPENSATION IN ALL STATES 


Y INSERTING Section 12 (d) in the 

Internal Revenue Code, the Revenue 
Act of 1948 has introduced, as one of its 
devices to reduce taxes, a new principle— 
the splitting of income between husband and 
wife. The statute is silent on the question 
of how the new rule is to be applied in those 
cases in which a husband receives in one 
year at least eighty per cent of the total 
compensation for personal services covering 
a period of thirty-six months or more. 


That Code Section 107 (a), which covers 
the latter situation, and the new Section 
12 (d) are not mutually exclusive, cannot be 
doubted. Section 107 (a) creates a fictitious 
situation of spreading the income equally 
over the period of the services. The tax for 
the year of receipt is then found by adding 
the assumed increase of the taxes computed 
for each year of the period under the rule 
applicable to each year. This will yield the 


tax due for the year of receipt, provided that 
the tax computed without regard to Section 
107 (a) is not lower. Thus, Section 107 (a) 
confers a privilege on the taxpayer for the 
particular situation of long-term compensa- 
tion. If the taxpayer is to receive the benefit 
of the “spreading,” the rule that each year 
of the period must be governed by the law 
then in effect must also include the year 1948 
and therewith the income splitting on a joint 
return. 


The mechanics of the computation follow 
the general rule of Section 107 (a). There is 
one deviation: the taxes for the husband 
and wife are computed separately and then 
added. The resulting joint tax is then com- 
pared with the tax which will appear on the 
joint return if the computation is made with- 
out regard to Section 107 (a). The lower 
figure represents the tax. Since husband and 
wife are jointly and severally liable for the 


The author, a Chicago attorney, holds the de- 
grees of Dr. Juris, University of Vienna, and 
J. D., University of Chicago 
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tax on the joint return, it is self-evident that 
their liability for the lower tax is the same. 


In the future, when a taxpayer begins 
long-term services after January 1, 1948, so 
that the year 1948 or a later year is the first 
year of the period, the rule of income split- 
ting will govern each of the years, and there 
will be no problem in applying the new 
method in computing the tax under Section 
107 (a) on the joint return of husband and 
wife. Since only one net income appears on 
the joint return, the principle of the com- 
putation will be the same as it is where the 
taxpayer is not married and files a separate 
return for each year. Where, however, the 
income-splitting provision was not in effect 
in one or more years of the period, a ques- 
tion may arise. Should the aliquot part of 
the husband’s long-term compensation be 
added to his returns during the period in its 
entirety, or should half of it be added to his 
and the other half to the wife’s returns? 


Search for Solution 


At first glance, it would seem that the first 
solution is the correct one. In order to 
compute his tax for the year of receipt, the 
taxpayer must answer the question as to 
what his income would have been in the 
years of the period had he received the com- 


pensation ratably, as Section 107 (a) pre- 


sumes. Where the spouses filed separate 
returns in the years of the period except in 
the year 1948, it must be assumed that the 
husband would have added the aliquot part 
of the long-term compensation to his return. 
Further, it is most probable that the choice 
of the spouses between joint and separate 
returns would have been the same; if it was 
reasonable for the spouses not to file joint 
returns, this must hold true also where the 
husband’s income would have been larger. 


The adding of the income to the returns 
of the husband has some analogy in the case 
of deducting a loss. If a loss is to be car- 
ried back or forward from a year when the 
spouses filed joint returns to one when they 
filed separate returns, it must be ascertained 
whether the loss on the joint return is at- 
tributable to the husband or the wife. Then 
the loss may be carried back or forward to 
the separate return of the spouse to whom it 
belongs according to the facts. (Regula- 
tions 111, Section 29.122-4 (4).) But aside 
from the difference that the loss carry-over 
serves to determine the tax of the years 
which it affects, while the “spreading” is 
provided to compute the tax of the year of 
the receipt of long-term compensation, there 
are very serious objections to the first solution. 
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Single Aggregate Income 


The retrospective reconstruction of the 
situation by spreading gives but an incom- 
plete picture. It ignores the fact that long- 
term compensation for personal services 
does not alter its character if taken up on 
the joint return, and it does not give due 
consideration to the fact that the filing of a 
joint return changes materially the situation 
of the wife. The decisive feature is that as 
soon as any income, and therefore also long- 
term compensation, appears in a joint return, 
the effect is to create a single aggregate in- 
come of husband and wife and to make the 
wife jointly and severally liable for the full 
tax. The instructions for Form 1040 have 
contained this sentence for years: “In a 
joint return the aggregate income, deduc- 
tions, and credits are treated as though hus- 
band and wife were one person.” This 
concise statement goes to the root of the 
matter. In the joint return there is only 
one income and one tax. The amount of the 
latter is determined by that single income; 
and the inclusion of the compensation therein 
increases the tax, which is the wife’s tax as 
well as the husband’s. 


In the community property states, it is 
true, compensation for personal services im- 
mediately becomes property of the com- 
munity so that one half belongs to the 
husband and one half to the wife, while in 
the common-law states it still remains the 
income of the husband. The Revenue Act 
of 1948 did not change this legal situation. 
It granted merely the privilege of income 
splitting, provided that a joint return is filed 
by the spouses. On the joint return, how- 
ever, there is only one aggregate income, of 
which the long-term compensation is a part. 
In the community property states, it is the 
state statute which makes it the income of 
the marital community; elsewhere, it is the 
federal tax law which makes it in its realm 
the income of the marital unit appearing on 
the joint return. In both cases the wife is en- 
titled to the benefit of Code Section 107 (a). 


1One difference still remains. In the com- 
munity property states the wife may file a 
separate return and thus become taxable only 
for her part of the tax resulting from the hus- 
band’s compensation for personal services. 


In a state where community property law was 
not in effect during some years of the period, 
the spreading will be allowed to the husband; 
the wife will not be able to avail herself of the 
spreading to those years in which the state 
statute did not recognize her sharing in the 
compensation. However, if the spouses file a 
joint return, they will enjoy the same privilege 
as spouses in the common-law states. 
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New Section 12(d) and Old Law 


Under the new provision of Section 12 (d), 
the wife has become one of those persons 
on whom long-term compensation attribut- 
able to more than three years may be 
thrown in a single tax year. In that re- 
spect, her situation does not differ from that 
of a wife in a community property state or 
from that of a partner. This is the main 
reason why she too should enjoy the privi- 
lege of Section 107 (a). 

As to wives in community property states 
and as to partners, the application of Sec- 
tion 107 (a) has generally been recognized 
under the old law. Regulations 111, Section 
29.107-1, state: 

“It is not necessary, in order for section 
107 (a) to be applicable, that the individual 
who includes compensation for such per- 
sonal services in his gross income be the 
person who renders the services.” 


The Regulations present one example 
taken from the Senate Finance Committee 
Report: A partner may claim the benefit 
even though not he but other members of 
the partnership rendered the services. The 
Finance Committee Report contains another: 


“Likewise in community property states, 
the spouse of a person who renders such 
personal services may be entitled to the 
benefits of Section 107 (a).” (1942-2 CB 586.) 

Certainly it would be illogical and most 
unjust if the wife in common-law states 
were not granted the same privilege the wife 
in the community property states enjoys, 
since the former must pay for it by assum- 
ing the personal liability for the entire tax. 

As to partners, only one case—Ralph G. 
and Katherine Lindstrom*—is perhaps not 





2? (CCH Dec. 13,886] 3 TC 686; [45-1 ustc J 9277] 
149 F. (2d) 344; [45-2 usrc 9394] 150 F. (2d) 
543 (CCA-9, 1945). 


WHAT? NO RED TAPE? 
Pathfinder Magazine says: “The Netherlands Ambassador E. N. 


quite in line. The taxpayer formed a part- 
nership with another lawyer. Long-term 
compensation was received before the part- 
nership had been in existence for five years 
(the period then required by Section 107 (a) ). 
The taxpayer was denied the privilege of 
that section and was not allowed to add the 
time covering services rendered by his part- 
ner prior to the formation of the partnership 
up to the time during which the partnership 
rendered services. One of the reasons for 
the decision, although the Tax Court does 
not mention it, seems to be the fact that the 
taxpayer, when he entered the partnership, 
must have been aware that long-term com- 
pensation would be realized in the near 
future and that in fixing his share in the 
profits the fact that the other partner had 
already rendered a large part of the services 
was taken into account. Thus, this case 
would not be one in which long-term com- 
pensation is thrown on the taxpayer. 


Finally, one possible objection must be 
considered. It cannot be said that the wife 
can avoid any disadvantage by filing a sepa- 
rate return. Just this would involve, for the 
husband as well as for herself, the loss of 
tax reduction by income splitting. Even 
where the wife cannot gain directly any ad- 
vantage, the husband would lose entirely 
this valuable privilege. Husband and wife, 
as the smallest economic unit, form an 
entity, as far as the effect of taxes is con- 
cerned. The wife is not at liberty, therefore, 
to refuse the signing of a joint return. This 
lack of a free, genuine choice justifies her 
claim to the privilege extended by Section 
107 (a), all the more since she has to pay for 
it by her personal liability for the entire tax. 


[The End] 









van Kleffens said: “The other day I needed two yards of red tape to 
bind up an assortment of documents. There wasn’t a snitch of red tape 
in The Netherlands chancery. So I sent out a secretary to get some. 
She scoured the shops and came back empty handed. She couldn’t 





find an inch of red tape in all Washington. 
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FEDERAL ESTATE TAXATION 


The Switching of Settlors 


in Inter-Vivos Trusts 


By EMILY MARX . . . NEW YORK CITY ATTORNEY 


THE PROPOSITION THAT “A PERSON WHO FURNISHES 
THE CONSIDERATION FOR THE CREATION OF A TRUST 
IS THE SETTLOR” SEEMS PATENTLY FALLACIOUS ... 


Upon THE DEATH of the settlor of an 
inter-vivos trust, the transaction is X-rayed 
by the Commissioner of Internal Revenue 
in the hope that the inter-vivos severance was 
not a completely clean cut. The finding of 
any retained right of power, no matter how 
inconsequential, enables the Commissioner 
to yank the entire trust corpus back into the 
settlor’s estate—unless the inter-vivos trans- 
fer was a “case of a bona fide sale for an 
adequate and full consideration in money or 
money’s worth.”* The first step of all exec- 
utors whose testators made inter-vivos trans- 
fers to trustees and retained a “string,” * has 
been, therefore, to prove that the transfer 
was not gratuitous but was made for “ade- 


1Code Section 811(c) provides: ‘‘The value 
of the gross estate of the decedent shall be 
determined by including the value at the time 
of his death of all property .... To the extent 
of any interest therein of which the decedent 
has at any time made a transfer by trust or 
otherwise, in contemplation of or intended to 
take effect in possession or enjoyment at or 
after his death, or of which he has at any time 
made a transfer, by trust or otherwise, under 
which he has retained for his life or for any 
period not ascertainable without reference to 
his death or for any period which does not in 
fact end before his death . . . the possession 
or enjoyment of, or the right to the income 
from, the property . . . except in the case of 
a bona fide sale for an adequate and full con- 
sideration in money or money’s worth.”’ 


2 Fidelity-Philadelphia Trust Company v. Ro- 
thensies [45-1 ustc { 10,168], 324 U. S. 108 
(1945); Commissioner v. Field [45-1 vustc 
7 10,169], 324 U. S. 113 (1945); Goldstone v. 
United States [45-2 usrc { 10,209], 325 U. S. 687 
(1945). Justices Roberts and Douglas, dissent- 
ing in the latter case, commented that ‘‘the 
so-called ‘string’ which the decedent retained 
upon the property need not have the quality of 
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quate and full consideration.”* To meet such 
proof, the Commissioner called upon the 
age-old law of spendthrift trusts that where 
a person “furnished the consideration which 
induced another to create such a trust” for 
him, “the spendthrift clause is invalid to the 
same extent as if the cestui had directly cre- 
ated the trust,” * found a textbook reference 
to the law quotable without mention of its 
applicability solely to spendthrift trusts and 
the cestui’s creditors, and thus launched upon 
the judicial horizon the “well-established prin- 
ciple,” elucidated by Professor Scott, that “a 
person who furnishes the consideration for 
the creation of a trust is the settlor, even 
though in form the trust is created by an- 


a tie that binds.’’ A possible reversion to an 
aged settlor, in the event that she should sur- 
vive her six children, thirteen grandchildren and 
two great-grandchildren, is such a ‘‘string’’— 
although ‘‘as a matter of ordinary horse sense, 
the possibility of a reverter was so remote that 
it might be considered one chance in a thou- 
sand.” Pritzlaff v. Kuhl [47-1 usrc ] 10,556], 70 
F. Supp. 972 (DC Wis., 1947). To the same 
effect is Commissioner v. Bayne’s Estate [46-1 
ustc J 10,272], 155 F. (2d) 475 (CCA-2, 1946). 

3 Section 811(i) provides that if a transfer is 
made or a trust created ‘‘for a consideration in 
money or money’s worth, but is not a bona fide 
sale for an adequate and full censideration in 
money or money’s worth,”’ only the excess of 
the fair market value at the time of death over 
the value of the consideration received shall be 
included in the transferor’s gross estate. This 
excess is subject to a gift tax at the time of 
the inter-vivos transfer. (Section 1002.) Upon 
the transferor’s death, whatever gift taxes were 
paid on the inter-vivos transfer may be credited 
against the estate taxes levied on the property 
transferred. (Section 813(a).) 

* Bogert, Trusts and Trustees, Vol. 1, p. 734 
(1935). 
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other person.”* The courts accepted the 


argument on its face and promulgated the 
doctrine that where a named settlor received 
“consideration” for the inter-vivos transfer, 
the person who paid the “consideration” 
was the actual “settlor” of the trust. Thus, 
upon a showing that the testator had estab- 
lished an inter-vivos trust for his wife’s ben- 
efit “in consideration of” her establishment 
of a similar trust for his benefit, it was held 
that the wife was the settlor of the trust 
established by the testator and the testator 
was the settlor of the trust established by 
his wife. Professor Scott was the first au- 
thority quoted for such switching of settlors. 
Thereafter, the first decision was quoted as 
authority for the second, and so ad infinitum 
for seven long years. The halt to this dese- 
cration of the principles of trusts and con- 
tracts was called by the Circuit Court for 
the Third Circuit in Estate of C. K. Lueders® 
The roster of the adherents to the “prin- 
ciple’ of switching settlors is astonishing. 
Some of our best judges added their names. 


Two brothers created identical trusts, each 
being the life beneficiary of the trust, estab- 
lished by his brother, with the power to 
withdraw a portion of the corpus at any 
time within five years of the date of crea- 
tion. The life beneficiary’s children were 
the remaindermen. It was held that by 
switching settlors upon the death of one of 
the brothers, the settlor of the trust had 
retained a power to revoke.’ Thus, the en- 
tire corpus of the trust of which the decedent 
was the life beneficiary was included in his 
estate for tax purposes.” The tax upon 
property transferred inter-vivos with reserva- 


5’Law of Trusts, Vol. 1, p. 785 (1939). The 
Statute does not tax the estate because the 
decedent was the “‘settlor’’ of a trust. It taxes 
property which the decedent owned at the time 
of his death and also property which he would 
have owned but for the condemned inter-vivos 
transfer in trust. 

6 [47-2 ustc § 10,576] 164 F. (2d) 128 (1947); 
rev'g [CCH Dec. 15,052] 6 TC 587 (1946). 

7 Lehman v. Commissioner [40-1 ustc { 9198], 
109 F. (2d) 99 (CCA-2, 1940); cert. den. 310 
U. S. 637 (1940). A life beneficiary to whom the 
trust agreement grants the power to withdraw 
the corpus has ‘‘no ‘interest’ in the trust corpus 
which permits inclusion of the value of the 
corpus in her gross estate,’’ even where the trust 
is created by her husband. Royce v. Commis- 
sioner [CCH Dec. 12,515], 46 BTA 1090 (1942). 
Only if such a beneficiary is made the settlor of 
the trust, can the corpus be subjected to an 
estate tax upon the beneficiary’s death. 

’ Because of nonretroactivity of the statute, 
only the portion of the corpus over which the 
power of revocation had been granted was held 
taxable. Had the trusts been established under 
the statute now in effect, the entire corpus 
would have been taxable. Section 811(d); Leh- 
man v. Commissioner, supra, footnote 7. 


Switching of Settlors 


tion of a power of revocation “clearly covers 
a case where the decedent by paying a quid 
pro quo has caused another to make a transfer 
of property subject to change by exercise 
of such power by the decedent,” said the 
court, and quoted from Scott, with all ref- 
erence to spendthrift trusts and creditors 
deleted. A husband and wife who estab- 
lished the same kind of reciprocal trusts 
were saved from a similar holding because 
the power to reach the corpus was given to 
the trustees and called a power to “advance 
portions of the principal” to the life bene- 
ficiary—although the husband and his brother 
were the trustees of both trusts.” But a 


vigorous dissent again quoted from Scott 
and the “well-established principle” that “a 
person who furnishes the consideration for 
the creation of a trust is the settlor, even 
though in form the trust is created by an- 
other person.” 

& 


““Exchange”’ of Property 


When reciprocal trusts next came before 
the court, husband and wife had given each 
other life estates,” with remainders to their 


® The statement of Professor Scott upon which 
the Lehman decision relied occurs under the 
topic ‘‘Restrictions on Voluntary and Involun- 
tary Transfers [of the Interest of a Beneficiary 
of a Trust].’’ After discussing spendthrift 
trusts, the author continues (p. 782): ‘‘Even in 
jurisdictions in which spendthrift trusts are per- 
mitted, the settlor cannot create a spendthrift 
trust for his own benefit. .. . It is against public 
policy to permit a man to tie up his own prop- 
erty in such a way that he can still enjoy it but 
can prevent his creditors from reaching it... . 
It is against public policy to permit the owner 
of property to create for his own benefit an in- 
terest in that property which cannot be reached 
by his creditors. . Where . . . the settlor 
creates a trust for his own support, his creditors 
can reach his interest. . . . Ordinarily there is 
no difficulty in determining whether a benefici- 
ary is also the creator of the trust. ...A person 
who furnishes the consideration for the creation 
of a trust is the settlor, even though in form the 
trust is created by another person, Thus if in 
consideration of the payment of the purchase 
price for certain securities by A, the seller of 
the securities transfers them at A’s request to B 
in trust for certain beneficiaries, A and not B 
is the real creator of the trust. In such a case 
if the trust fails there is a resulting trust to A 
as settlor. In such a case if A is a beneficiary 
of the trust, his interest can be reached by his 
creditors and can be assigned by him, even 
though it is otherwise provided by the terms 
of the trust.’’ (Italicized sentence is the portion 
relied upon in the Lehman decision.) 

10 Commissioner v. Dravo [41-1 ustc { 10,042], 
119 F. (2d) 97 (CCA-3, 1941). The Commis- 
sioner recorded his nonacquiescence, but did 
not appeal. 

11A gratuitous inter-vivos transfer in trust 
with reservation of a life estate subjects the 
entire corpus to an estate tax upon the death 
of the settlor-life beneficiary. See footnote 1. 
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children. The Tax Court had found only 
that there had been an “exchange” of prop- 
erty by the spouses. The Circuit Court 
required “no citation of authority for the 
proposition that in an exchange the property 
received is consideration for the property 
given,” and, having found the presence of 
“consideration,” had no difficulty in order- 
ing a switching of settlors, with resulting 
estate tax upon the corpus of the trust of 
which the decedent had been the life bene- 
ficiary.” In a subsequent case of reciprocal 
trusts * by which husband and wife gave 
each other life estates with a power of amend- 
ment in the life beneficiary, the “mental 
attitude of the decedent’s wife,”"* who ad- 
mittedly made her inter-vivos transfer because 
of her husband’s contemporaneous action, 
was held “sufficient to support the crucial 
findings” that “each created his respective 
trust in consideration of the other.” Set- 
tlors were switched, therefore, by the Cir- 
cuit Court, thus bringing the corpus of each 
trust into the estate of its life beneficiary.” 


In a case involving the federal gift tax and 
six million dollars of government bonds,” 
the switching tactics resulted in a sizable 
contribution to the country’s exchequer.” 
Each of three brothers created an inter-vivos 
trust with income to a brother, the brother’s 
wife and their children.” The three brothers, 


their attorney and their bank were the trus- 
tees of all three trusts, with power in the 


2 Cole’s Estate v. Commissioner [44-1 vustc 
{ 10,091], 140 F. (2d) 636 (CCA-8, 1944). 

13 Hanauer’s Estate v. Commissioner [45-2 ustc 
7 10,215], 149 F. (2d) 857 (CCA-2, 1945); cert. 
den. 326 U. S. 770 (1945). 

1# ‘When first informed by her lawyer of her 
husband's plans himself to create a family trust 
she asked, ‘Well, if it is good enough for Jerome, 
why is it not good enough for me?’ Indeed, 
in her testimony in this case the wife gave as 
a reason for her action her conviction that ‘if 
he [the decedent] thought it was good enough 
for him it would be good for me to do too’.”’ 
This was the major evidence upon which the 
Circuit Court held that the ‘‘estates created by 
the decedent’s trust served as a quid pro quo 
for the trust which he caused his wife to make.”’ 
Ibid. 

% Section 811(d) subjects to an estate tax 
property transferred by gratuitous inter-vivos 
trust with reservation of a power to amend. 

16 Commissioner v. Warner [42-1 ustc { 10,177], 
127 F. (2d) 913 (CCA-9, 1942). 

7 The trusts were established prior to the 
effective date of the federal gift tax. The trans- 
fers would have been tax free if no power of 
revocation had been reserved by the donor- 
settlor. 

% In fact, the trusts were not identical, one 
being for the benefit of the wife and child of a 
brother, one for a brother and his wife and the 
third for a brother, his wife and child. The 
last-mentioned trust was the one litigated. Iden- 
tity of provisions is not the basis for the appli- 
cation of the ‘‘consideration’’ theory, however. 
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attorney and the brothers other than the 
settlor to terminate the trust and transfer 
the corpus to the brother for whose family 
the trust had been established. It was held 
that since each transfer in trust “procured” 
the other two transfers, each brother bene- 
ficiary “furnished the consideration” for the 
transfer to the trustees of which he was a 
beneficiary. And since the person who 
“furnished the consideration” for the trans- 
fer of property in trust is the “donor of 
that property,” the settlors were switched, 
and revocable transfers resulted.” 


In still another case, the decedent had 
trusteed his stock in the X corporation for 
the benefit of himself and his children, with 
power in the trustees to terminate the trust 
and distribute the corpus among the bene- 
ficiaries, including the decedent, in the event 
of a sale of the corpus. Upon the sale of a 
portion of the trusteed stock, the corpus was 
distributed to the children, the decedent 
waiving his right to share therein. Simul- 
taneously, the children created a new trust, 
with some of the former corpus and new 
assets, the new trust instrument being al- 
most identical with the old. The decedent 
had a power of revocation under both in- 
struments. It was held that the decedent 
was the settlor of the new trust which “he 
caused others” to create because “it is well 
established that the person who furnishes 
the consideration for the creation of a trust 
is the settlor even though in form the trust 
is created by another.” ” 


19 By switching settlors, the power of revoca- 
tion was found to have been lodged in the set- 
tlor. Without such switching, there was no 
such retained power. Having succeeded in ob 
taining a ruling that the transfers were re- 
vocable and therefore incomplete gifts, the 
Commissioner was thereafter able to tax the 
corpora and the income therefrom as if there 
had been no transfers at all. But since the trus- 
tees, as a matter of substantive law, must pay 
the trust income to the named beneficiaries, the 
original settlors are also liable for an annual 
gift tax on such trust income. 

22 Blackman v. United States [43-1 ustc 
1 10,010], 48 F. Supp. 362 (Ct. Cls., 1943). The 
corpus of the new trust, therefore, was subject 
to an estate tax since decedent, held to be the 
settlor, had a power of revocation. A similar 
result, but to the taxpayer’s advantage, was 
reached by closer adherence to the law of trusts 
in Buhl v. Kavanagh [41-1 ustc {J 9319], 118 F. 
(2d) 315 (CCA-6, 1941). A father, who had re- 
served a power to revoke a trust established 
by him for his daughter and transfer the corpus 
to her, revoked, simultaneously with his daugh- 
ter’s execution of a new trust agreement for 
her own benefit on the same terms as the old. 
The court held that since the father had caused 
the daughter to execute the new trust agreement 
when he terminated the one established by him 
for her benefit, both new and old agreements 


(Footnote 20 continued on page 625.) 
TAXES—The Tax Magazine 


Rec 
TI 
cam 
swit 
trust 
Lehn 
Scot 
cour 
mutt 
cons 
depe 
“infe 
gran 
plate 
of fz 
mad 
with 
tax | 
mad 
their 
pow 
lishe 
give: 
lishe 
orde 
the 
caus 
chan 
fact 
the 
men 
draf 
sion 


(Foo 
were 
brok 
tax.” 
of th 
In ] 
15,60 
by tk 
with 
trust 
tinui 

21 I 
{ 10,: 
switc 





Reciprocity as Test 


The “well-established principle” soon be- 
came so well established that settlors were 
switched merely on a showing of reciprocal 
trusts ™ and solely on the authority of the 
Lehman case, which had first quoted from 
Scott.” It was a “question of fact,” said the 
court, whether the simultaneously executed 
mutual trusts “were reciprocal and made in 
consideration of éach other” or created in- 
dependently of each other. As it could be 
“inferred” from the testimony that “each 
grantor knew of the other grantor’s contem- 
plated trusts,” they were found as a matter 
of fact to be reciprocal and to have been 
made “in consideration of each other,” 
with the resulting switching of settlors for 
tax purposes.” Where a husband and wife 
made simultaneous trusts for the benefit of 
their four children, the wife being given a 
power to amend or revoke the trust estab- 
lished by the husband and the husband being 
given a similar power over the trust estab- 
lished by the wife, settlors were switched in 
order to make the trust income taxable to 
the holder of the power of revocation be- 
cause husband and wife were merely “ex- 
changing rights with each other.”** On 
factual findings that husband and wife “knew 
the general provisions of the trust instru- 
ments,” and that their attorney, who had 
drafted both, “was aware of the Congres- 
sional adoption of the Joint Resolution of 


(Footnote 20 continued.) 


were part of one transaction that ‘‘may not be 
broken up into various elements to create a 
tax.’"’ The father was held to be the settlor 
of the new instrument executed by the daughter. 
In MacManus v. Commissioner [CCH Dec. 
15,604], 8 TC 330 (1947), the new trust, executed 
by the beneficiary of the old trust simultaneously 
with its termination, was called a ‘‘remolded 
trust,’ with the settlor of the old trust ‘‘con- 
tinuing as grantor thereof.”’ 

*1 Estate of Oliver v. Commissioner [45-1 ustc 
10,195], 148 F. (2d) 210 (CCA-3, 1945). By 
Switching settlors, the decedent had reserved 
a life estate, making Section 811(c) operative. 

= Ante-Lehman doctrine, reciprocal trusts were 
Occasionally held to entitle the Commissioner 
to switch settlors without any finding 6f ‘‘con- 
sideration.’’ Fish v. Commissioner [CCH Dec. 
12,072], 45 BTA 120 (1941); Whiteley v. Commis- 
sioner [CCH Dec. 11,248], 42 BTA 316 (1940). 

°% Eckhardt v. Commissioner [CCH Dec. 
14,727], 5 TC 673 (1945). Findings of fact of 
the Tax Court are conclusive and must be ac- 
cepted by the appellate courts unless they are 
sO unreasonable that they do not accord with 
the law. Dobson v. Commissioner [44-1 vustc 
{ 9108], 320 U. S. 489 (1943); Wilmington Trust 
Company v. Helvering [42-1 ustc { 9441], 316 
U. S. 164 (1942). 

*% Wieboldt v. Commissioner 


[CCH Dec. 
14,793], 5 TC 946 (1945). 


Switching of Settlors 


March 3, 1931,” it was held that the spouses, 
who had simultaneously created trusts for 
each other, “did not create their respective 
trusts independently of each other and with- 
out any prior concert of action or under- 
standing,” and that therefore the trusts were 
“reciprocal and executed in consideration of 
each other,” requiring a switching of set- 
tlors.* A court adverse to switching settlors 
found it necessary, when confronted with 
simultaneously executed trusts with reciprocal 
provisions, to make findings of fact that the 
trusts were not reciprocal and were not 
made in consideration of each other.” Only 
where the issue of reciprocal trusts made 
“in consideration of” each other was over- 
shadowed by the fact that the property 
transferred in trust by the wife had pre- 
viously been received by her from her hus- 
band, did the court refuse to switch settlors, 
without a concomitant holding that there 
was neither reciprocity nor consideration 
for their simultaneous creation.” 


Estate of C. K.‘Lueders concerned recipro- 
cal trusts created by husband and wife with 
a power of revocation in the life beneficiary. 
The husband had made his transfer in trust 
fifteen months before his wife’s transfer. 
Upon the wife’s death, the Commissioner 
included in her estate the corpus of the 
trust created for her benefit by her husband, 
on the theory that the trusts were made 
“in consideration of” each other, warranting 
treatment of “the beneficiary of one trust 
as the settlor of the other.”* The Tax 


2% This amended the prior statute so as to 
subject to an estate tax the corpus of an inter- 
vivos trust in which the settlor had reserved a 
life estate. See footnote 96, infra. 

2s Newberry v. Commissioner [CCH Dec. 
15,772(M)], 6 TCM 455 (1947). The life bene- 
ficiary was given a power to invade the corpus 
to the extent of $20,000 annually. A switching 
of settlors made the corpus taxable to the estate 
of the life beneficiary because of reservation of 
such power. Section 811(d). 

27 Lindsay v. Commissioner [CCH Dec. 13,286], 
2 TC 174 (1943). 

23 Welch v. Commissioner [CCH Dec. 15,810], 
8 TC 1139 (1947). A husband created four trusts 
for his wife and children; his wife created two 
similar trusts for the children with stock previ- 
ously received from the husband on whieh she 
had paid a gift tax. The court refused to switch 
settlors and hold each taxable on the income of 
the trust created by the other because the wife 
became the owner of the corpus of the trust 
created by her by valid gift and therefore could 
do with the stock what she wished. Of course, 
the ‘‘consideration’’ theory of reciprocal trusts 
assumes that each is the owner of the property 
with which he establishes his trust. 

22 By switching settlors, the settlor of each 
trust retained a power of revocation over the 
corpus, which retention makes the corpus sub- 
ject to an estate tax upon the settlor’s death. 
Section 811(d). 
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Court, finding that such “consideration” ex- 
isted and that “the property which the dece- 
dent transferred to a trust for her husband 
constituted a quid pro quo for the property 
which was allowed to remain in the existing 
trust”™” (created by the husband for his 
wife), held that the wife was the settlor of 
the trust created by her husband for her 
benefit, with its “reserved” power of rev- 
ocation. The Circuit Court reversed, with 
an opinion stating (a) that there was no 
“legal consideration” and no quid pro quo in 
the creation of the two trusts; (b) “that it 
is the presence of legal consideration which 
makes a transfer of property a sale™ and the 
absence of consideration which makes a 
transfer a gift”; (c) “that gifts are such even 
though there was concerted action with re- 
spect thereto by the parties interchanging 
them.” Without indicating disagreement with 
the decisions which had accepted and ap- 
plied the Lehman doctrine, the court held that 
legal consideration “is the decisive factor 
and must be present” in order to make that 
doctrine applicable, and at the same time 
pointed out that the presence of legal con- 
sideration would make the inter-vivos trans- 
fers a “sale,” thus taking them out of the tax- 
ing statute. 


Family Trusts 


Family trusts, to which the various mem- 
bers of the group make contributions and 
from which they receive the income for life 
with remainders to the children and grand- 
children of the group, are not unusual. To 
avoid violation of the rule against per- 
petuities,” the transaction may take the form 
of numerous reciprocal trusts. While tax 
avoidance or minimization is a factor, con- 
tinuity of family control over business enter- 
prises, the economic advantages of investment 
of sizable funds and kindred considerations 
motivate most of the inter-vivos transfers in 
trust. When it is the taxpayer who urges 
that the inter-vivos transfer is not taxable 
because it was made “in consideration of” 
a reciprocal transfer from one or more mem- 
bers of the family group, it has usually been 
recognized that such transfers are primarily 
donative in intent and effect, with “consid- 


30 Note the repetition of the reasoning of the 
Lehman opinion, footnote 7. 

%1A transfer constituting ‘‘a bona fide sale’’ 
is specifically exempted from the operation of 
the statute, no matter what interests or rights 
are reserved. See footnote 1. ; 

32 For example, New York Personal Property 
Law, Section 11, and Real Property Law, Sec- 
tion 42. If more than two persons are to re- 
ceive the income successively during their lives, 
separate trusts are necessary. ; 
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eration” present but not in sufficient amount 
to negative their essential character as gifts. 


When three children each contributed 9.2 
per cent to a family trust, the parents con- 
tributing the balance, and received in return 
the income of the fund and the power to 
name the remainderman of one third of the 
fund, it was held that there was no “con- 
sideration” for the 9.2 per cent contributions, 
and that each child’s contribution was sub- 
ject to an estate tax upon his death since he 
had made a gratuitous inter-vivos transfer 
with reservation of a life estate.™ Again, 
where a husband and wife claimed that their 
inter-vivos transfers in trust “were created 
at the same time, were in equal amounts, 
contained reciprocal provisions” and were 
therefore made “in consideration of” each 
other, those facts failed, the court held, to 
negative the fact that “the transfers in trust 
were other than donative in intent and in 
effect.” The transfers were not “upon con- 
sideration,” but were subject to the federal 
gift tax. 


Each of eight children created a trust re- 
serving a life estate during the lives of two 
named relatives, with secondary life estates 
and remainders to the survivors of the eight 
or their issue. Against the contention that 
the trusts were established for ‘“considera- 
tion” and were therefore not subject to an 
estate tax upon the death of the settlor,” it 
was held that “the main purpose of the 
arrangement was not to benefit the grantors, 
but to assure the transmission of a large 
part of the family fortune to their descend- 
ants,” and that the possibility of the dece- 
dent’s sharing in the corpus of any of the 
other trusts was not “consideration.” ® 


In still another case, where the taxpayer 
rather than the Commissioner who urged 
the “consideration” doctrine of reciprocal 
trusts, the decedent and his three sisters 
had contributed equal amounts to a trust 


33 Giannini v. Commissioner [45-1 ustc J 10,186]. 
148 F. (2d) 285 (CCA-9, 1945): cert. den. 326 
U. S. 730 (1945). 

34 Commissioner v. McLean [42-1 ustc {§ 10,170]. 
127 F. (2d) 942 (CCA-5, 1942). A gratuitous 
transfef is subject to a gift tax when made. 
Code Section 1000. 

% The case arose under New York Tax Law, 
Section 249-r, which is similar to the federal 
estate tax law. 

36 Matter of Pratt, 262 App. Div. 240 (2nd 
Dept., 1941); aff’d 289 N. Y. 621 (1942). When 
New York exacted a transfer tax upon all prop- 
erty passing at death, it was suggested that the 
“‘consideration’’ necessary to escape taxation 
must move from the remainderman of the inter- 
vivos trust and not from the settlor of a simul- 
taneously executed reciprocal trust. Matter of 
Stephan, 121 Misc. 596 (Sur. Ct. N. Y., 1923); 
New York Tax Law, Section 220. 


TAXES—The Tax Magazine 





rocal 
isters 
trust 


),186]. 
n. 326 


0,170]. 
uitous 
made. 


- Law. 
‘ederal 


) (2nd 
When 
| prop- 
iat the 
xation 
» inter- 
simul- 
tter of 
1923) ; 


gazine 


fund, the income of which was to be dis- 
tributed equally during the decedent’s life 
among the settlors and their survivors, with 
remainder to the survivors or their issue. 
It was held that the contributions of the 
sisters “did not constitute equivalent mone- 
tary value received by decedent for the 
transfer made by him,” and that there was 
no “consideration” for the trusts. They 
were gratuitous transfers, therefore, subject 
to an estate tax because of reservation of 
the income for life.” 


“There was no attempt on the part of 
either husband or wife to exact each from 
the other a fair price for their respective 
conveyances,” said one of the first courts 
before which husband and wife argued that 
their reciprocal trusts “were executed each 
in consideration of the other, in such a way 
as to amount to a bona fide sale for a fair 
consideration.” * “The transaction was not 
a sale. It was a family arrangement, for 
the disposition of the property of husband 
and wife, for the benefit and protection of 
themselves and their children, and savored 
far more of a testamentary distribution than 
of a bargain and a sale.” 


Where two partners established reciprocal 
trusts with remainders to the survivor, the 
court found sufficient consideration to make 
the transaction enforceable, but pointed out 
that the value of the consideration for the 
property transferred was disproportionately 
less than the value of the property trans- 
ferred, as is usual in beneficient and donative 
transfers, made primarily to bestow a bounty 
or benefaction.™ 


Transfer by Sale 


In the only case under the federal statute 
in which, upon the taxpayer’s urging, the 
court agreed that reciprocal trusts were 
made in consideration of each other and 
therefore were not gratuitous transfers, it 
was held that the “value of what decedent 
received and retained is to be included in 


" Matter of Whittier, 256 App. Div. 377 (3rd 
Dept., 1939); aff'd 282 N. Y. 613 (1940). See 
footnote 35, supra. 

% Safe Deposit & Trust Company v. Tait, 295 
F, 429, 431 (DC Md., 1923). To the same effect 
is Phillips v. Gnichtel [1928 CCH D-8324], 27 F. 
(2d) 662 (CCA-3, 1928); cert. den. 278 U. S. 636 
(1928). ‘‘Fair consideration’’ was sufficient under 
the early estate tax statutes. 

% Matter of Orvis, 223 N. Y. 1 (1918), which 
involved the New York tax upon testamentary 
transfers. (New York Tax Law, Section 220.) 
If two persons, each fifty years of age, create 
reciprocal trusts of $50,000, with life estates to 
each other and remainders to the survivor, each 
life estate is worth $24,940.64 and each remain- 
der $24,095. Regulations 79, Article 19, Table A. 
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the gross estate” since “the reason for the 
statutory exception of bona fide sales was 
primarily to prevent the inclusion in the 
gross estate of both the value of property 
transferred by a sale and the value of the 
consideration received.” ® 


Under a state statute taxing at the set- 
tlor’s death an inter-vivos “transfer by deed, 
bargain, sale or gift made in contemplation 
of death” unless upon “adequate and valuable 
consideration,” it was held that reciprocal 
trusts of equal corpora “were both parts of 
one single transaction and are to be consid- 
ered together,” and that “if in exchange for 
a transfer taxable under the statute the 
transferor receives consideration of actual 
financial value, the value of such considera- 
tion should be deducted in computing the 
tax on the transfer.”“ <A transfer by sale, 
said the court, includes “transfers made in 
exchange for consideration of equal value 
received by the transferor.” Where hus- 
band and wife execute reciprocal trusts with 
life estates to each other and remainders to 
their children, the “consideration” required 
by the state taxing statute is absent since 
neither receives an adequate return for the 


‘remainder interest and the estate of each is 


depleted by the transfer.” 


Flow of Transfer 


In spite of the frequency with which the 
“consideration” theory of reciprocal trusts 
has been raised by the Commissioner and 
by taxpayers, neither litigants nor courts 
have ever questioned the proposition that 
such trusts may be made “in consideration 
for each other,” so that both may be treated 
as “the consideration.” When A sells his 


40 Scholler v. Commissioner [CCH Dec. 11,778], 
44 BTA 235 (1940). Three brothers made equal 
contributions to a family trust, each receiving a 
life estate in one third of the corpus, with the 
remainder divided equally between the two sur- 
vivors. One third of the corpus was held sub- 
ject to an estate tax upon the death of the first 
brother; the court said that the value of the 
decedent’s contribution to the trust was the same 
as the value, at the time of his death, of ‘‘what 
decedent received and retained.’’ No actuarial 
computation was made, however. In Jones 
Estate, 350 Pa. 120 (1944), the court held that 
three trusts, though reciprocal, were gratuitous 
transfers since the settlors thereby ‘‘secured to 
themselves and their heirs no more and no less 
than that which they always possessed.’’ 

41Jn re Perry, 111 N. J. Eq. 176 (1932). In 
the absence of a showing that the decedent made 
a profit on the exchange of life estate for life 
estate with his wife, the entire corpus of the 
trust created by the decedent was held taxable. 

In re Kraft, 103 N. J. Eq. 543 (1928). It 
was held that the property transferred was tax- 
able to the extent that its value exceeded the 
value of the life estate received in exchange. 
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automobile to B for $1,000, A transfers his 
car to B because of the $1,000 he receives 
in return, the money being the “considera- 
tion” paid by B. “In consideration for” 
$1,000 paid by B, A transfers his automobile 
to B. The money and the car are not ex- 
changed “in consideration for each other.” 
Only one party offers the consideration in 
order to effect the exchange of ‘money for 
property. B in paying his $1,000 is furnish- 
ing the consideration for which A delivers 
his car. A is receiving the consideration, 
not furnishing it. When A creates a life 
estate for B in exchange for B’s payment 
of $10,000, A is again receiving the consid- 
eration and B is again paying it. Analysis 
of every transaction requires that it be viewed 
from one vantage point, that one person be 
considered the transferor and the other the 
transferee. Having once established the direc- 
tion of the flow, we do not switch our position 
and require that the stream of transfer flow 
backwards. If we view the flow of transfer 
to be from A to B, we do not reverse our 
terminology and assert that the transfer is 
from B to A. Consistency is not difficult 
when property is exchanged for money. The 
person furnishing the money is referred to 
as the transferee and the person furnishing 
the property as the transferor; the money 
is referred to as the consideration paid for 
the property, not vice versa. When A cre- 
ates a life estate for B in exchange for B’s 
creation of a life estate for A, it is similarly 
necessary to determine the direction of flow 
of the transfer and adjust our terminology 
accordingly. If we determine that A is the 
transferor and B the transferee, A is again 
receiving the consideration for the transfer 
and B is again paying it. That the exchange 
is property for property instead of property 
for money, does not entitle us to view the 
flow of transfer to be from A to B and at 
the same time from B to A. 


In the Lueders case, the husband created a 
trust for his wife more than a year before 
she established a trust for him. If the Com- 
missioner had been required to determine 
the flow of transfer and had been prevented 
from taking the position that the transfer 
could flow backwards, it would have been 
evident that the wife did not furnish the 
“consideration” for the husband’s trust. 
A completed transaction, as was the hus- 
band’s inter-vivos transfer, would not be paid 
for fifteen months later; and there was no 
intimation, even from the Commissioner, 
that the husband’s transfer was not com- 
plete when made.* 


*8The Commissioner had originally taxed the 
corpus of this same trust to the husband’s es- 
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Simultaneously executed trusts make the 
forward and backward flow of transfer less 
obvious, but such is the result of the argu- 
ment that each is made in consideration of 
the other. Where the flow of transfer is 
from husband to wife by his creation of a 
trust in her favor, the wife’s reciprocal trust 
is the consideration paid, the wife being the 
payor. Jf the payment of consideration for 
a trust makes the payor the settlor of the 
trust, the wife would be the settlor of the 
trust created by the husband as well as the 
settlor of the trust established by herself. 
The husband, being merely the recipient of 
the consideration in the transaction, remains 
the beneficiary of the trust created by his 
wife. He does not become its settlor. Switch- 
ing of settlors of reciprocal trusts thus seems 
clearly without legal foundation and er- 
roneous. Jf the consideration theory is cor- 
rect, only the payor could be deemed to be 
the settlor of the trust that he did not create. 


Scott’s Principle Re-examined 


When A creates a trust with a life estate 
to B in exchange for B’s payment of 
$10,000, A is known as the settlor of the 
trust and B as its beneficiary. The quota- 


tion from Scott would require us also to 
call B the settlor of the trust: i. e., to state 


that a nongratuitous trust has two settlors, 
the person who creates the trusts “ and the 
person “who furnishes the consideration 
for the creation” of the trust. Our defini- 
tion of a “trust,” however, requires that 
if there be more than one settlor, they be 
designated as co-settlors and join in the 
conveyance to the trustee. Since B, the 
beneficiary who furnishes the considera- 
tion for the creation of the trust, does not 
qualify as co-settlor, it becomes necessary 


‘to re-examine Scott’s “well-established prin- 


ciple” that “a person who furnishes the 
consideration for the creation of a trust is 
the settlor, even though in form the trust 
is created by another person.” 


The only case cited for that principle 
when it was first announced“ holds that 
a debtor may not defeat his creditors’ right 


tate, but the Board of Tax Appeals had held 
against him. 

441 Restatement of the Law of Trusts (1935), 
Section 3(1). ; 

45 McColgan v. Magee, Incorporated, 172 Calif. 
182 (1916). The current supplement adds to 
the original citation the cases decided on the 
basis of Professor Scott’s principle: Morgan v. 
Fiduciary Trust Company, footnote 52, infra; 
Lehman v. Commissioner, footnote 7, supra; 
Blackman v. Commissioner, footnote 20, supra; 
and the dissent in Commissioner v. Dravo, foot- 
note 10, supra. 
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to levy on his property by causing it to 
be transferred to a trustee and reserving 
for himself only the income for life with 
restrictions forbidding alienation.“ The 
debtor and his brothers had been life bene- 
ficiaries of an inter-vivos trust created by 
their father without spendthrift provisions. 
The beneficiaries had been given the power 
to terminate the trust and distribute the 
corpus among themselves equally. The 
trust was so terminated and the corpus dis- 
tributed among the beneficiaries except for 
the debtor’s share, which was transferred 
to the remaining brothers in trust for the 
debtor with provisions forbidding aliena- 
tion. It was held that the spendthrift pro- 
visions of the trust would not be enforced 
against the creditors of the spendthrift 
beneficiary because to do so would be con- 
trary to public policy. In answer to the 
argument that the termination of the trust 
established by the father was necessary in 
order to prevent the trust property from 
becoming entirely worthless, and that the 
debtor’s agreement to have his distributive 
share placed in trust with spendthrift re- 
strictions had been made in consideration 
for such termination, the court pointed out 
that the father’s trust had contained no 
spendthrift provisions, and said: 


“Whatever may be the consideration 
moving from others, the trust cannot be 
allowed to free the property from the claims 
of creditors, where the consideration for 
the conveyance to the trustee, or, as in this 
case, the entire trust property constituting 
the source of the income, is contributed by 
the beneficiary himself.” 


Alienation of Trust Income 


When creditors sought to levy on the 
income of their debtor in a trust established 
for her benefit by her husband in exchange 
for her relinquishment of her statutory 
rights in his property, the debtor claimed 
the benefit of a state statute forbidding 


alienation of trust income. It was held 
that the statute was applicable only where 
“the trust fund proceeds from some person 
other than the debtor himself,” that the 
trust income had been received “in pay- 
ment as purchase money” for the sur- 
rendered dower rights,” and that the debtor 


* Scott, Selected Cases on the Law of Trusts, 
(1919) p. 609, cites the case in support of such 
holding. 

“The surrender of dower rights is ‘‘fair con- 
sideration in money or money’s worth’’ for the 
establishment of an inter-vivos trust by a hus- 
band for his wife’s benefit, and the transaction 
is a ‘‘sale.””. Ferguson v. Dickson [1 ustc { 96], 
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herself had created the spendthrift trust 
with the “purchase money” so received.® 

A payment made to the assignee of an 
income beneficiary by her administrator was 
contested by the decedent’s legatees as 
having been made in violation of the New 
York statute forbidding alienation of trust 
income.” They claimed that although the 
decedent had been the nominal settlor of 
the trust under which she received the 
assigned income, the real settlors were cer- 
tain litigants who had sought to set aside 
the conveyance by which the decedent had 
obtained title to the trust corpus. In settle- 
ment of the litigation, the decedent had 
agreed to transfer the disputed property to 
trustees, with income to herself for life 
and remainder to the litigants. It was held 
that the decedent was the settlor. The fact 
that “instead of in the first place setting 
up the trust,” she had “entered into an 
agreement to create it as part of a larger 
agreement,” was held not to alter “the fact 
that it was the deceased who created such 
trust.” The theory of the dissenting opin- 
ion that the litigants had been the real 
owners of the trusteed property and there- 
fore “in reality” were the true settlors of 
the trust, was not mentioned on affirmance. 

In another case involving rights of 
creditors in the trusteed property of their 
debtor, the trust had been established by 
the debtor with funds inherited by him, 
and provided for payment of the first $5,000 
of annual income to his mother and the 
balance to himself, with power in the debtor 
to appoint the remainder. A state statute 
declared such transfers void against the 
creditors of the transferor." The debtor 
had long refused to create such a trust and 


300 F. 961 (CCA-3, 1924); cert. den. 266 U. S. 
628 (1924). But it is not ‘‘adequate and full 
consideration.’’ Conner v. Bender [42-1 vustc 
7 10,137], 125 F. (2d) 796 (CCA-6, 1942). By 
statute, dower rights are no longer ‘‘money or 
money’s worth.’’ Code Section 812(b)(5). 

4% Balaban v. Willett, 305 Ill. App. 388 (1940). 
Where, in compromise of a will contest, a hus- 
band received a life estate in a trust established 
by the other legatees similar to a testamentary 
trust set up in his wife’s will but revoked by 
her codicil, it was held that the state statute 
against alienation of trust income protected the 
funds from the husband's creditors. Everett v. 
Peyton, 167 N. Y. 117 (1901). 

4# New York Personal Property Law, Section 
15, forbids the alienation of life estates. The 
courts have held that this statutory prohibition 
does not apply where the life estate runs to the 
settlor of the trust. Dillon v. Spilo, 250 App. 
Div. 543 (1st Dept., 1937), aff’d 275 N. Y. 275 
(1937); Matter of McCoy, 157 Misc. 281 (Surr. 
Ct. Bx, 1935); Matter of Blake, 226 App. Div. 
580 (1st Dept., 1929); aff’d 252 N. Y. 613 (1930). 

50 Matter of Blake, footnote 49, supra. 

51 New York Personal Property Law, Section 
34. 
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did so only because his mother contempo- 
raneously transferred to him certain se- 
curities approximately equal in value to the 
value of his inheritance. The mother 
brought suit for a declaration that her son’s 
creditors had no right, title or interest in 
the trust, and was upheld by the court on 
the ground that she “was the real and actual 
settlor of the trust,”™ thus bringing the 
funds within the state statute forbidding 
alienation of trust income. 

Such cases amply support the “sound 
public policy” which dictates that “one may 
not secure to himself the enjoyment of a 
life estate in his own property which shall 
be beyond the reach of the just claims of 
his creditors,” ™ and that as between credi- 


tor and debtor the courts will not permit 
the debtor to substitute ™ for property avail- 
able for the payment of his debts property 
immune from levy because of statutory or 


52 Morgan v. Fiduciary Trust Company, 290 
N. Y. 615 (1943); aff’g 264 App. Div. 902 (2nd 
Dept., 1942). The only effect of the holding 
was to render inapplicable the state statute de- 
claring inter-vivos transfers with reservation of 
income void against the transferor’s creditors. 
(Footnote 51, supra.) The quotation from Scott, 
footnote 5, supra, was the basis upon which the 
mother’s counsel argued the case. The statement 
that the mother was the ‘‘settlor’’ appears in 
the dissenting opinion below. There were no 
majority opinions. 

53 Schenck v. Barnes, 156 N. Y. 317 (1898): 
“‘Although a person may have placed the legal 
title to his property in another; nevertheless, 
if he has in the conveyance reserved to himself 
a life interest in the enjoyment of the rents 
and profits, it is clear that he has not divested 
himself of anything more than the legal title 
and power of disposition. He still has that 
interest which made the legal possession of the 
propery valuable; namely, the enjoyment of 
the income.’’ Compare May v. Heiner [2 ustc 
7519], 281 U. S. 238 (1930), holding that an 
inter-vivos transfer in trust with reservation of 
a life estate created immediate vested contract 
and property rights in the trust beneficiaries, 
which passed to them solely by reason of the 
trust agreement, and Helvering v. Bullard [38-1 
ustc { 9139], 303 U. S. 297 (1938), holding that 
the reservation of a life estate makes an inter- 
vivos transfer in trust testamentary in char- 
acter. 

5+ A cash payment that the decedent had obli- 
gated his estate to make to his wife in considera- 
tion for her antenuptial surrender of dower 
rights was disallowed as a deduction from the 
decedent’s gross estate, although-it was ad- 
mittedly a debt of the estate contracted ‘‘upon 
a valid consideration,’’ because the statute spe- 
cifically requires the inclusion in the gross estate 
of any dower interest ‘‘of the surviving spouse 
existing at the time of the decedent’s death.’’ 
Section 811(b). ‘‘To allow a deduction through 
the substitution, by a mutual agreement, of an 
amount fixed in lieu of dower would be an eva- 
sion of the statute. The substantial effect of the 
antenuptial agreement is to withhold assets that 
are subject to taxation as dower payments.”’ 
Empire Trust Company v. Commissioner [38-1 
ustc f 9039], 94 F. (2d) 307 (CCA-4, 1938). 
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trust deed restrictions ™ against alienation, 
sanctioned for entirely different objec- 
tives. They hold that a statute or deed 
restriction which forbids use of trust income 
for any purpose other than the beneficiary’s 
support will not protect from the claims 
of creditors the trust income of a debtor 
who paid for the establishment of the trust 
with his own funds, and that the same ex- 
ception read into the statute or deed when 
the debtor himself has created the trust 
will be read into the statute or deed when 
the debtor has paid someone else to create 
the trust.“ But they also hold that no 
exception will be read into the statute or 
deed forbidding alienation of trust income 
where the debtor received in exchange for 
his trusteed property free assets available 
to his creditors. That “the person who 
furnishes the consideration for the creation 
of a trust is the settlor,” is thus one of 
those “half truths of one generation” which 
“tend at times to perpetuate themselves in 
the law as the whole truth of another, when 
constant repetition brings it about that 
qualifications, taken once for granted, are 
disregarded or forgotten.” ™ That as against 
the claims of his creditors, “a person who 
furnishes the consideration for the creation 
of a trust” may not invoke statutory or 
deed restraints against alienation of the 
trust income, is all that remains, after 
analysis, of the “well-established principle” 


55 The terms of the trust may provide that the 
interest of the beneficiary shall terminate upon 
an attempt by him to transfer it or by his credi- 
tors to reach it or upon his bankruptcy. Sucha 
provision will be upheld against the benefici- 
ary’s creditors unless the beneficiary himself 
created the trust. 1 Restatement of the Law of 
Trusts (1935), Section 150. In New York, judg- 
ment creditors may not levy upon “‘property 
held in trust for a judgment debtor, where the 
trust has been created by, or the fund so held 
in trust has proceeded from, a person other than 
the judgment debtor,’’ except ten per cent of the 
income plus so much of it as the court may 
determine to be unnecessary for the support of 
the debtor and his dependents. Civil Practice 
Act, Sections 684, 793. 

561 Restatement of the Law of Trusts (1935), 
Section 156, after stating that creditors may 
reach the debtor’s interest in a spendthrift trust 
created by him for his own benefit, adds: ““When 
beneficiary is settlor. In order that a trust shall 
come within the terms of this section, it is not 
necessary that the beneficiary shall have himself 
conveyed the property held in trust. It is suffi- 
cient that he paid the purchase price for a con- 
veyance upon a trust, of which he is the bene- 
ficiary or one of the beneficiaries.’’ The federal 
government is not barred from collecting its 
taxes out of trust income, even where other 
creditors are. Matter of Rosenberg, 269 N. Y. 
247 (1935); cert. den. 298 U. S. 669 (1936). There- 
fore, it has never been concerned with the origin 
of a debtor’s trust income. 

5% Alleghany College v. National Chautauqua 
County Bank, 246 N. Y. 369, 373 (1927). 
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which has brought the corpora of so many 
inter-vivos trusts into the estates of de- 
ceased trust beneficiaries.® 


Misuse of ‘‘Settlor’’ 


The use of the word “settlor” to describe 
the trust interests of a person other than 
the one who creates the trust by making 
the transfer to the trustee,” is unfortunate. 
Since a trust may be created gratuitously 
as well as for a quid pro quo, the proposition 
that “a person who furnishes the considera- 
tion for the creation of a trust is the settlor” 
seems patently fallacious. Although under 
certain circumstances the person furnishing 
the consideration receives some of the 
powers and incurs some of the liabilities of 
a settlor, as long as the word “settlor” 
describes the creator of the trust, the one 
who transfers to the trustee, it cannot at 
the same time be used to describe the bene- 
ficiary without creating utter confusion in 
judicial thinking and results. Words are 
merely symbols;® when the same symbol 
is used for two distinct meanings, each use 
must be prefaced by a statement of the 
sense in which the symbol is being em- 
ployed. When A transfers securities to B 
in trust for A, A is the settlor as well as 
the beneficiary. When A transfers se- 
curities to B in trust for C, A is the settlor; 
C is the beneficiary. These classifications 
do not depend upon the incentive, stimulant 
or “consideration” that motivated A in mak- 
ing the transfer.“ Whether A makes the 
transfer because C is his child to whom he 
wishes to present a gift or a stranger from 
whom he has received the cash equivalent 
of the securities transferred, A is the settlor 
and C is the beneficiary. Whether A bought 
the trusteed securities in the open market, 
inherited them from his father or obtained 


*8 Where an active express trust has been cre- 
ated and is in existence, the basis for resulting 
and constructive trusts are lacking. They arise 
only when the property in dispute has been 
transferred without an express trust agreement 
or upon an express trust which never came into 
existence or which has failed. 

°° 1 Restatement of the Law of Trusts (1935), 
Sections 3, 17. 

© Walpole, Semantics (1941), p. 27. 

°\ Where a trust fails because the settlor did 
not then own the property of which he declared 
himself trustee, the rights of the beneficiary 
therein will not be recognized upon the settlor- 
trustee’s acquisition of such property unless the 
creation of the trust was motivated by the same 
kind of ‘‘consideration’’ as is demanded by the 
law of contracts for the enforcement of any 
executory agreement. Brainard v. Commissioner 
(37-2 ustc { 9388], 91 F. (2d) 880 (CCA-7, 1937). 
But the presence or absence of consideration 
does not change the beneficiary into ‘‘settlor.’’ 
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them by outright gift from C,® A is still the 
settlor and C is still the beneficiary. If 
the trust that A creates is inadequately set 
up so that C does not in fact receive the 
beneficial interest A intended him to have, 
trustee B will hold the property upon a 
court-created “resulting” trust. If the 
transfer was donative, A will be the bene- 
ficiary of the resulting trust; if the transfer 
was for a quid pro quo paid by C, C will 
be the beneficiary of the resulting trust.” 
The resulting trust, created by operation of 
law and not by any act of transfer, has no 
settlor but only a trustee and a beneficiary. 
Where the trust that fails was established 
gratuitously, its settlor becomes the bene- 
ficiary of the resulting trust. Where the 


@ A husband made an outright gift of bonds 
and life insurance policies to his wife. Subse- 
quently, the wife established a trust of these 
assets reserving a life estate in the surplus in- 
come after payment of the insurance premiums, 
with remainder to the children. Code Section 
167(a) taxes to the grantor of a trust all income 
that may be used to pay premiums on his life 
insurance. It was held that no part of the 
income of the trust established by the wife was 
taxable to the husband, i. e., that he was not 
the ‘‘grantor” of the trust, since his gift to his 
wife, ‘‘being absolute, without restrictions or 
reservation of any interest in the property given, 
or any control or direction thereof thereafter, 
vested the complete title to said property in the 
wife. The subsequent trust created by her was 
created without agreement or control or direc- 
tion of the husband; consequently, the income 
was income of the trust estate.’’ Rockwell v. 
Granger [45-2 ustc { 9428], 62 F. Supp. 907 (DC 
Pa., 1945). To the same effect is In re Mills’ 
Estate, 64 N. Y. Supp. (2d) 105 (Surr. Ct. N. Y. 
Co., 1946). Where the husband is held to be 
the grantor of the trust established by his wife 
with property that he had previously given her, 
the courts have meticulously pointed out that 
the transfer from husband to wife did not effect 
a transfer of title because it was not accom- 
panied by complete relinquishment of ‘‘all do- 
minion and control’’ over the property delivered. 
Jackson v. Commissioner [1933 CCH { 9261], 64 
F. (2d) 359 (CCA-4, 1933). 

631 Restatement of the Law of Trusts (1935), 
Sections 411, 424, 440. Where a husband bought 
realty and had title conveyed to his wife on her 
Oral promise to reconvey, the wife’s heir, to 
whom the property descended upon her death, 
will be required to convey to the husband, on 
the theory that the heir would be unjustly en- 
riched unless deemed to hold title as construc- 
tive trustee for the husband. Here again the 
person who paid the consideration is the bene- 
ficiary of the constructive trust, not its settlor. 
Foreman v. Foreman, 251 N. Y. 237 (1929). A 
similar constructive trust is created by the court 
in favor of the creditors of a debtor who pur- 
chased property while he was insolvent (Banis- 
ter v. Solomon, 126 F. (2d) 740 (CCA-2, 1942), 
or who becomes insolvent while enjoying full 
use of property purchased by him and held in 
the name of a dummy. Duncan v. Laury, 249 
App. Div. 314 (2nd Dept., 1936). It is the equi- 
table ownership of the debtor—his rights as 
beneficiary—that the court thus makes available 
to his creditors. 
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trust that fails was established for a quid 
pro quo, the person who paid the considera- 
tion becomes the beneficiary of the result- 
ing trust. In so becoming, he receives 
rights which would be accorded to the 
settlor of the trust that failed if such trust 
had been established gratuitously. But he 
does not become the “settlor”’ of either 
trust; he remains the beneficiary of both.” 


When a father gave his children se- 
curities to have them make a transfer in 
trust for his benefit, the father, it seems 
clear, neither intended to nor did relinquish 
his ownership of the securities, and used 
his children as any principal may use an 
agent. To hold that the father was the 
settlor of the trust established with these 
securities because he “furnished the con- 
sideration for the creation of the trust,” is 
not only needlessly confusing but clearly 
erroneous. Neither father nor children “furn- 
ished the consideration”; there was none. The 
father was the settlor because he made the 
transfer in trust via an instrument selected by 
him for that purpose and that purpose 
alone. He furnished the corpus of the 
trust, not the “consideration” that motivated 
its establishment by another. 

Similarly, where a wife obtained a 
$1,000,000 judgment against her husband 
in a divorce action and gave him a satis- 
faction of judgment upon his establishment 


of a trust in that amount for her benefit, 
the wife, being the owner of the judgment, 
clearly created the trust via her husband 


as her amanuensis or instrumentality. She 
was the settlor because she created the 
trust via an instrument selected by: her 
for that purpose. She did not “furnish the 
consideration” for the trust; she furnished 
the trust corpus, as all settlors do.” 


* Where statutes have abolished resulting 
trusts, C takes title without the intervention of 
a trustee when the trust fails. New York Real 
Property Law, Sections 94, 270. 

6 Hall v. Commissioner [CCH Dec. 15,130], 6 
TC 933 (1946). The trust established by the 
children with funds supplied by their father 
gave him a life estate, their mother a secondary 
life estate and the remainder to their father’s 
children, grandchildren and heirs. The court 
refused to tax the father’s estate with the 
corpus of the trust on the ground of a possi- 
bility of reverter. Had the father been the 
named settlor as well, the cases cited in foot- 
note 2, supra, would have required a decision 
for the Commissioner. - 

6 Maynard v. Farmers Loan & Trust Com- 
pany, 208 App. Div. 112 (1st Dept., 1924); aff'd 
238 N. Y. 592 (1924). The trust gave the wife a 
life estate with the power to appoint the re- 
mainder by will. The husband claimed that 
the power had not been exercised and that he 
was entitled to the corpus as the ‘‘settlor.”’ 
After reaching the conclusion that the wife was 
the settlor, the court held: that the wife had 
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Sale or Gift 


If a didactic statement of the trust rights 
and powers of the “person who furnishes 
the consideration for the creation of a trust” 
is required, it may be said that usually such 
person or his designee is the named bene- 
ficiary of the trust. He pays to the settlor 
whatever both parties consider to be equal 
in value to the value of the trust interests 
created. Like transferors in every business 
transaction, the settlor of an inter-vivos 
trust who is making a nongratuitous trans- 
fer surrenders his property because he is 
satisfied that he is receiving something of 
equal value from the person at whose re- 
quest he acts. When A sells his automobile 
to B for $1,000, unless the transaction is a 
forced sale, both parties believe that they 
have exchanged property of approximately 
equal value. Where the transaction does 
not result in such an equal exchange, where 
the transferor receives nothing for his prop- 
erty or something worth considerably less 
than the property transferred, the transfer 
is donative in character and is considered 
to be a gift.” When the settlor of an 
inter-vivos trust receives in exchange trust 
interests approximately equal in value to 
the property he transfers, his transfer in 
trust is not donative in character, but is a 


effectively exercised the power of appointment 
by will. The case is cited, however, for the 
proposition that the debtor who ‘‘paid the pur- 
chase price for a conveyance upon a trust’’ is 
the ‘‘settlor’’ of the trust. 1 New York Annota- 
tions to Restatement of the Law of Trusts (1947), 
Section 156(d). Where an attorney established 
a trust on behalf of an undisclosed client with 
a life estate to the lady who was “annoying” 
his client and a power to appoint the remainder 
to the attorney, it was held that the attorney 
had no reversion in the trust corpus since he 
was not its ‘‘grantor’’ within the intendment of 
a state statute providing that ‘‘a reversion is 
the residue of an estate left in the grantor.’’ In 
so holding, the court said that the attorney’s 
client was the settlor of the trust because ‘‘there 
can be no doubt that the person who furnishes 
the consideration for the creation of a trust is 
the settlor, even though, in form, the trust is 
created by another,’’ and cited Morgan v, Fiduci- 
ary Trust Company, footnote 52, swpra; Matter 
of Blake, footnote 49, supra; Scott, Bogert and 
the Maynard case. Since the client was the set- 
tlor, reasoned the court, the attorney could not 
be the ‘‘grantor” within the meaning of the 
state statute. Guaranty Trust Company v. New 
York Trust Company, 297 N. Y. 45 (1947). It 
should be noted that here again the client did 
not furnish the ‘‘consideration’’ for the trust; 
he furnished the trust corpus through the attor- 
ney as his amanuensis. 

6&7 An unequal exchange will be treated as a 
nongratuitous transfer if made in the ordinary 
course of business, ‘‘bona fide, at arm’s length, 
and free from any donative intent.’’ 26 Code 
of Federal Regulations, Section 86.8. 
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business transaction substantively identical 
with A’s automobile sale to B.* And unless 
we retrogress to: the days when’ husbands 
and wives could not contract with each 
other, the creation of an inter-vivos trust by 
a husband for his wife’s benefit in exchange 
for his wife’s creation of an inter-vivos trust 
of approximately equal corpus for him, does 
not differ in legal effect from A’s transfer 
of his automobile to B in exchange for B’s 
transfer of his $1,000 to A.“ When the 
result of the exchange is that each party 
receives property or rights of approxi- 
mately equal value, the transaction is one 
for full and adequate consideration, i. e., a 
sale. When the result is that one of the 
parties receives considerably less than he 
transfers, the transaction is gratuitous, at 
least in part, and is clearly for less than 
full and adequate consideration, i. e, a 
gift. But whether the consideration fur- 
nished was adequate or inadequate, the per- 
son “who furnishes the consideration for 
the creation of a trust” is in the same posi- 
tion as purchasers and donees of all other 
kinds of property and property rights; he 
is on the receiving end of the transaction, 
not on the giving end. 


Gratuitous Exchanges 


Although the courts which blindly fol- 
lowed the Lehman case have not said so, 
most spouses who exchange inter-vivos 
trusts do not receive or give value for 
value. A husband establishes a $100,000 
trust, giving his sixty-year-old wife a life 
estate with the remainder to the children 
and their issue. The wife establishes a 





6 “What is a sale or exchange? Blackstone 
says it is a transmutation of property from one 
man to another in consideration of some price 
or recompense in value. If it be a commutation 
of goods for goods, it is more properly an ex- 
change.’’ Baltimore & Ohio Railroad Company 
v. Western Union Telegraph Company, 241 F. 
162, 170 (DC N. Y., 1917). ‘‘The distinction be- 
tween a sale and exchange of property is rather 
one of shadow than of substance. In both cases 
the title to property is absolutely transferred, 
and the same rules of law are applicable to the 
transaction, whether the consideration of the 
contract is money or by way of barter. It can 
make no essential difference in the rights and 
obligations of parties, that goods and merchan- 
dise are transferred and paid for by other goods 
and merchandise instead of by money, which is 
but the representative of value or property.” 
Commonwealth v. Clark, 80 Mass. 367, 372 (1860). 

® Trust interests may be sold, even to rela- 
tives. They are capital assets in the hands of 
the beneficiary and their sale results in a capital 
gain or loss. By this device, settlors of recip- 
rocal trusts have escaped the effect of the 
Lehman doctrine. Bell v. Commissioner [43-1 
ustc { 9565], 137 F. (2d) 454 (CCA-8, 1943). 


Switching of Settlors 








trust of equal corpus, giving her sixty-two- 
year-old husband a life estate with the re- 
mainder to the children and their ‘issue. 
The husband thus parts with $100,000. In 
return, he receives a life estate actuarially 
worth $35,122.08. The wife likewise parts 
with $100,000. In return, she receives a 
life estate actuarially worth $37,658.92. 
Thus, it is evident, neither the argument 
that the wife established her trust in con- 
sideration for her husband’s transfer, nor 
the argument that the husband established 
his trust in consideration for his wife’s 
transfer, has any factual basis. Neither 
spouse would have made such a deal with 
a stranger. Obviously both intended to and 
did make a $100,000 transfer to their chil- 
dren; for the corpus transfer, neither re- 
ceived or demanded equivalent values.” For 
the incidental life estates, they did receive 
equivalent value. But since neither parted 
with more than the $100,000 transferred to 
their children, it would be a distortion of 
reality to claim that the value received for 
such incidental life estate was even a par- 
tial payment for the transfer of the corpus.” 
If, when A sells his automobile to B for 
$1,000, B permits A to use the car for one 
month after the sale and A permits B to 
keep his $1,000 for one month, would it 
not be clear that such uses have no rela- 
tion to the main transaction and no bearing 
on whether or not A received full value 
for his car? The question at issue in all 
estate tax litigation involving reciprocal 
trusts is whether the inter-vivos transfers 
were gratuitous or for equivalent value, not 
whether in the course of the transfers either 
party gave or received an incidental use 





7 Children are the natural and usual trans- 
ferees of their parents; therefore, transfers to 
them are presumed to be gifts unless there is 
strong evidence to the contrary. Glascock v. 
Commissioner [39-2 ustc { 9553], 104 F. (2d) 475 
(CCA-4, 1939). Where both husband and wife 
have children by prior marriages and the wife’s 
children by her first marriage are the remain- 
dermen of both trusts, the wife’s children would 
be receiving $200,000 for the $100,000 contributed 
by her. The argument that the wife furnished 
the consideration for the husband’s transfer 
would have factual support in such a situation. 

71 We do distort reality when, for gift tax pur- 
poses, we deduct the value of a reserved life 
estate from the corpus and tax only the remain- 
der. Where $100,000 is transferred in trust with 
a life estate to the fifty-year-old settlor and the 
remainder to his children, a gift tax is payable 
only on $48,191 of the $100,000 transferred. 26 
Code of Federal Regulations, Section 86.19(f) (6). 
Before the federal estate taxing statute was 
amended to subject the entire $100,000 to an 
estate tax upon the settlor’s death, $51,809 of 
the $100,000 transfer, representing the value of 
the reserved life estate, was transferred to the 
remaindermen free of tax. May v. Heiner, foot- 
note 53, supra. 
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which neither increased nor diminished the 
amount of property transferred.” Due re- 
gard for economic realities, therefore, re- 
quires recognition of the fact that reciprocal 
inter-vivos trusts which give the remainders 
to the children of the transferors™ are 
gratuitous exchanges and can be nothing 
else. 


In applying the Lehman case and the 
Scott principle to support a switching of 
settlors of reciprocal trusts, the courts did 
not compute the monetary value of the 
“consideration” furnished by the decedent, 
who thereby became the post-mortem settlor 
of the trust of which he had been merely 
the inter-vivos beneficiary. From simulta- 
neity, similar amounts of corpus,™ identical 
reciprocal provisions, concerted action and 
similarity of purpose, they drew the un- 
rebuttable inference that the decedent “fur- 
nished the consideration” for the similar 
trust. In none of the cases was it either 


claimed or proved that the spouse to whom 
the decedent “furnished the consideration” 
had done or agreed to do anything except 
execute a trust deed and convey the trusteed 
property to the trustee, or that the decedent 
had performed any but a similar act.” At 


7% Where there is considerable difference in 
age between the spouses, even the incidental life 
estates would not be exchanged for equivalent 
value. If the husband is seventy-three years 
old and the wife thirty years old at the time 
of exchange, the husband would receive a life 
estate with an actuarial worth of $21,837.12 in 
exchange for a life estate with an actuarial 
worth of $68,158.44. 26 Code of Federal Regula- 
tions, Section 86.19(f) (5). 

73 Where remainders are exchanged, the trans- 
action is ‘‘a bona fide sale for an adequate and 
full consideration in money or money’s worth”’ 
at a price which is ‘‘an adequate and full equiva- 
lent reducible to a money value,’’ thus subject- 
ing the transfers to neither estate nor gift 
taxation. 26 Code of Federal Regulations, Sec- 
tions 81.15, 86.8. Where the life beneficiaries 
of reciprocal trusts receive as well an unre- 
stricted right of revocation or power of appoint- 
ment over the remainder, there is ample basis 
for the contention that the exchange was for 
full value and therefore constituted a sale if the 
corpora are in approximately equal amounts. 

™ Where the corpora were flagrantly unequal, 
the decedent was made the post-mortem settlor 
of as much of her husband’s trust as equaled the 
corpus of her own, and vice versa. Cole’s Estate 
v. Commissioner, footnote 12, supra. 

% The decedent, her son and daughter owned 
realty which they desired to sell. The son’s 
wife refused to release her dower rights unless 
substantial annual payments were made to her 
for life. The decedent established an inter-vivos 
trust with the remainder to her son after a 
life estate to herself; and the son thereupon 
entered into a separation agreement with his 
wife, giving her the sums demanded for release 
of her dower rights. It was held that there 
was no consideration for the establishment of 
the trust, and that the transfer was gratuitous 
since the son had not agreed to do anything in 
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most, the evidence showed devoted spouses 
of whom it might be said that their “lives 
ran in one groove and were so blended that 
they seemed to experience the same emo- 
tions, to view occurrences with the same 
eyes and to be moved to the performance 
of common acts.”™ In none of the cases 
was there any attempted or actual showing 
that the parties had mutually agreed to ex- 
ecute the trust deeds or make the transfers 
to the trustees,” or that each was not at 
all times free to execute some other trust 
deed or none at all and to revoke the 
transfer made or alter its terms.” 


return. In re Falconer’s Estate, 184 Misc. 458 
(Surr. Ct. N. Y. Co., 1944). 

76 Rdson v. Parsons, 155 N. Y. 555, 562, 564 
(1898), where it was held that simultaneous 
execution of reciprocal wills plus concerted ac- 
tion and similarity of purpose did not support 
the inference of an agreement to make mutual 
wills, irrevocable by the survivor, but merely 
illustrated ‘‘how closely bound up they were 
in common habits of thought and conduct.’’ To 
argue on the basis of similarity of reciprocal 
wills, which showed ‘‘concert of action and 
similarity of purpose’’ that there was a bind- 
ing agreement between the parties to make 
mutual wills, irrevocable by the survivor, ‘‘begs 
the question,’’ said the court. 

7 The briefs of taxpayer and Commissioner 
in the Lueders case, footnote 6, supra, contain 
the following repartee: 

Taxpayer: ‘‘All previous cases involving the 
Lehman doctrine have recognized that for the 
doctrine to apply it is an indispensable con- 
dition that the reciprocal trusts be created in 
consideration of each other, in the legal sense. 
In short, the transaction must be a sale or ex- 
change. The theory of the Lehman doctrine 
presupposes and is predicated upon the exist- 
ence of that consideration which differentiates 
a sale (or exchange) from a gift.’’ 

Commissioner: ‘Taxpayers are in error. Con- 
sideration in the legal sense requires a binding 
agreement with the creation of one trust con- 
ditioned on the creation of the other, not just 
knowledge, an exchange of rights, or a tacit 
understanding. In none of the cases, except 
the Lehman case, was there any indication of 
a binding agreement. It is no answer to say 
that legal consideration resulted from the fact 
that the trusts were created contemporaneously, 
for contemporaneous transfers are not neces- 
sarily based upon a binding agreement and legal 
consideration.” 

Taxpayer: ‘‘Basically, the government’s posi- 
tion in this case is that the Lehman doctrine 
applies to gifts. The very nature of the Lehman 
doctrine precludes its being applied to gifts. It 
is exactly because a person pays consideration 
for a trust that he is the settlor thereof under 
the doctrine; whereas a gift by definition is a 
transfer without consideration.’’ 

The Lehman case was tried on a stipulation 
of facts which recited that the trusts had been 
established in consideration of each other. 

7% New York Personal Property Law, Section 
23, and New York Real Property Law, Section 
118, permit the creator of an inter-vivos trust 
to revoke in whole or in part upon the written 
consent of all the persons beneficially interested. 


(Footnote 78 continued on page 635.) 
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Contractual Agreement 


Reciprocal trusts are sometimes executed 
in performance of an express agreement be- 
tween the parties, so contractual in its 
nature that neither party may fail to make 
the transfer in trust, or revoke it when 
made, without the consent of the other. 
These usually give the remainder to the 
survivor of the contracting parties so that 
each settlor receives for his transfer the 
possibility of a double, triple or quadruple 
return to himself, his children or his 
designee. A transferred $100,000 to a trus- 
tee, to whom B and C each transferred 
$30,000. The terms of the trust provided 
for payment of the income to B for life 
and upon her death to C for life, with the 
remainder to such persons as A might by 
will appoint and in default of appointment 
to A’s children and their issue. The state 
statute empowered settlors of inter-vivos 
trusts to revoke upon the consent of the 
beneficiaries. After A’s death without ap- 
pointment of the remainder, B and C at- 
tempted to revoke the trust with the consent 
of A’s daughter and her issue.” It was 
held that the concerted action of all three 
settlors was necessary to alter the terms 
of the trust instrument, in spite of the 
beneficiaries’ consent, and that A’s death 
prevented the survivors from thereafter re- 
voking the trust,” even as to their own 
contributions.” 


(Footnote 78 continued.) 


In many New York trusts, therefore, the ex- 
press reservation of a power of revocation gives 
the settlor nothing he did not already have. In 
re Falconer’s Estate, 47 N. Y. Supp. (2d) 35 
(Surr. Ct. N. Y. Co., 1944). In the Lueders 
case the husband had in fact exercised his right 
of revocation within a month after the decedent 
had established the trust for his benefit with 
such right, but the decedent died without ex- 
ercising her reciprocal right. There was no 
showing that she had consented to her hus- 
band’s revocation, as would have been necessary 
had the trusts been executed pursuant to an 
agreement of contractual force. (Footnotes 80, 
81, infra.) 

*® The state statute (footnote 78, supra) has 
been interpreted to require the consent of only 
the living beneficiaries. Unborn children are 
not protected where there is an unconditional 
remainder to children and their issue and some 
children are alive and consent to the revocation. 
Julier v. Central Hanover Bank, App. Div. (1st 
Dept., 1947); Levy v. Empire Trust Company, 
269 App. Div. 188 (1st Dept., 1945); Smith v. 
Title Guarantee & Trust Company, 287 N. Y. 
500 (1942). 

* Culver v. Title Guarantee & Trust Company, 
269 App. Div. 627 (1st Dept., 1945). 

5 Culver v, Title Guarantee & Trust Company, 
296 N. Y. 74 (1946), reversing 270 App. Div. 394 
(ist Dept., 1946), which had held that the con- 
tract between the settlors was fully performed 
by the transfers to the trustee. 


Switching of Settlors 


But under the same state statute the 
survivor of joint settlors may revoke his 
contribution to the corpus if the power to 
appoint the remainder is given to “the sur- 
vivor” by the trust agreement, since there 
is then nq agreement between the parties 
as to the ultimate beneficiaries or as to their 
appointment by the deceased settlor.” Such 
a trust agreement consists of two separate 
trusts not joined to each other by any agree- 
ment between the parties and therefore not 
contractual in nature or effect.® 


This distinction between reciprocal trusts 
executed by persons with common objec- 
tives, simultaneously executed because they 
are the deeds of persons whose lives have 
been tied together “until death do them 
part” and for whom concerted action in 
every phase of their lives has become a life- 
long habit, and reciprocal trusts executed 
by persons who agree to pool their assets 
and surrender individual ownership over 
what they own and the right to deal inde- 
pendently with what they own in return 
for property and property rights not obtain- 
able except by such pooling, has been 
recognized in a few estate tax cases“ in 


‘ which the taxpayer sought to prevent estate 


tax liability on the theory that the re- 
ciprocal trusts had been executed in con- 


2 Guaranty Trust Company v. Armstrong, 294 
N. Y. 666 (1945). 

8 The trust income was payable in equal shares 
to the settlors and their survivors for life, with 
a joint power of termination in the settlors. It 
was held that the income of each settlor’s orig- 
inal contribution retained its separate identity 
and could therefore be assigned by the surviv- 
ing settlor. (Footnote 82, supra.) Such assign- 
ment would be forbidden by state statute 
(footnote 49, supra) where the trust agreement 
also creates a contract between the settlors, 
making them co-settlors of the trust corpus. 
“Nothing short of plain and express words to 
that effect’’ will suffice to hold co-testators to 
the joint will they have executed. Rastetter 
v. Hoenninger, 214 N. Y. 66 (1915). 

% In Giannini v. Commissioner, footnote 33, 
supra, the court said: ‘‘True, the decedent re- 
ceived an income interest in the family trust 
worth more in money than the property trans- 
ferred to the trust. The disproportionate value 
of the interest received resulted, however, not 
from bargaining but from the largess of the 
parents in donating a substantial sum for their 
children’s financial security. It is of some sig- 
nificance that the children appended to the trust 
agreement a statement accepting the ‘gifts’ from 
their parents to the trust. Since the 
transfer by the parents was a gift, it was no 
more a ‘consideration in money’s worth’ under 
subsection (i) than under subsection (c) of 
section 811.’’ (See footnotes 1 and 2, supra.) 
In Matter of Pratt, footnote 36, swpra, the possi- 
bility of sharing in the remainders of the seven 
identical trusts executed simultaneously by the 
decedent’s brothers and sisters was too remote 
to be adequate consideration for decedent’s trust, 
the court said. 
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sideration for each other. But it has never 
been recognized * where the Commissioner * 
sought to impose the tax on that ground.” 
Where “the moving impulse for the trust 
transaction was a desire to pass the family 
fortune on to others,” contractual “con- 
sideration” is absent and the transfers in 
trust are gifts.* Where the “moving im- 
pulse” was a desire to take advantage of 
the opportunity to double, triple or quad- 
ruple the family fortune and to induce 
another to transfer his property to per- 
sons other than those to whom he would 
naturally bequeath it, the transaction in- 
volves the same kind, quality and quantity 
of “consideration” that motivates transfers 
in the business world, and the transfers in 
trust are sales. 


Exemption of ‘‘Bona Fide Sale”’ 


Since the latter transfers are specifically 
exempted from federal estate taxation, 
Professor Scott’s principle as applied by 
the Lehman case found scores of wealthy 
victims. These individuals were so astounded 
by the proposition that a trust established 
for full and adequate consideration is estab- 
lished not by the transferor but by the 
beneficiary who paid the consideration, that 
they confined themselves to argument that 
their trusts had not been established for 
consideration, rather than to a demonstra- 
tion that the entire theory was baseless.” 


8 In so far as the reported cases indicate. 

8% The reciprocal trusts involved in the estate 
tax cases’ herein discussed for the most part were 
created prior to the effective date of the fed- 
eral gift tax, June 6, 1932, and were intended 
by their settlors to be gifts. They were so 
‘carefully worded that it could not successfully 
be argued that any were incomplete gifts, in 
which the donor retained the ‘“‘string’’ that 
would enable the Commissioner to include their 
corpora in the estates of the donors. Except 
for the Lueders case, they represent the Com- 
missioner’s successful attempt to tax these gifts 
to the estates of the donees. However, the 
property so taxed to the donees was property 
which the Commissioner himself had ruled to 
be free of estate tax—life estates, powers of 
revocation and other interests which lapsed at 
death. 26 Code of Federal Regulations, Section 
80.13, now omitted. 

8t Simultaneously executed reciprocal wills are 
irrevocable upon the death of the survivor only 
if they are made pursuant to an express agree- 
ment between the parties. They must be ‘‘full 
and satisfactory proof of the agreement, which 
cannot be supplied by presumptions.’’ Matter 
of Rosenblath, 146 Misc. 424 (Surr. Ct. Queens, 
1933): Edson v. Parsons, footnote 76, supra. 

8 Robinette v. Helvering [43-1 ustc { 10,014], 
318 U. S. 184, 188 (1943). 

8 Like an astute hunter leading his prey into 
the fatal trap, the taxpayer’s counsel in the 
Lueders case argued that there must be legal 
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When translated into the words of the mar- 


. ket place, the theory is that every buyer 


is the seller and every transferee who pays 
for the transferred property is the transferor. 
Or, in the words of the law of trusts, the 
settlor is the person who creates a trust 
without receiving full and adequate con- 
sideration for the transfer, and also the 
person for whose benefit property is held 
in trust and who has paid full and adequate 
consideration for such beneficial interest. 
Since the latter is ordinarily known as the 
beneficiary, we find ourselves with two 
kinds of settlors, the gratuitous transferor 
and the nongratuitous beneficiary. That 
this is utter nonsense is apparent. A widow 
who surrenders her statutory rights in her 
husband’s estate in exchange for a life es- 
tate in his testamentary trust is still the 
beneficiary of the trust” although she re- 
ceives the trust income “in consideration 
for” her relinquishment of her statutory 
rights.” 


Exchange of Taxable for 
Nontaxable Property 


The factual occurrence in reciprocal trusts 
is that taxable property has been exchanged 


consideration for the Lehman doctrine and the 
Scott principle if they were to be applicable 
to the switching of settlors, but did not once 
intimate that the presence of such legal con- 
sideration would make the transfers nontaxable 
under both estate and gift tax statutes. In 
the Hanawer case, footnote 13, counsel told the 
court that the taxpayers ‘‘do not dispute’’ that 
‘‘when two trusts are created in consideration 
of each other, the nominal settlor of each must 
be considered to have furnished the considera- 
tion for, and therefore to have been the settlor 
of, the trust created by the other.’”’ A writ 
of certiorari was sought on the ground that ‘‘in 
every estate the tax case in which the corpus 
of a trust created by one grantor was held 
properly included in the gross estate of his 
spouse, either consideration was actually or in 
effect conceded or the taxpayer failed to intro- 
duce any evidence of consideration so that the 
usual presumption of correctness attaching to 
the findings of the Commissioner prevailed.” 
The taxpayers’ only complaint to the Supreme 
Court was that the court below had erred in 
basing a finding of ‘‘consideration’’ on ‘‘simul- 
taneity, substantial similarity in amount and 
reciprocity.’ 

% Helvering v. Butterworth [3 ustc { 1193], 
290 U. S. 365 (1933). The purchaser of a life 
estate or annuity is not taxable on the trust 
income until the income payments received equal 
the price paid for the life estate. The court 
held that the widow was taxable on the trust 
income, as is every beneficiary. 

% Warner v. Walsh [1 ustc J 194], 15 F. (2d) 
367 (CCA-2, 1926), and Allen v. Brandeis [1929 
CCH D-9004], 29 F. (2d) 363 (CCA-8, 1928), 
overruled on the taxability of the income re- 
ceived by Helvering v. Butterworth. 
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for nontaxable property. A owns a build- 
ing which produces $10,000 annual income 
and on which real estate taxes are $2,000 
per year. B owns a building which pro- 
duces identical income but which is tax 
exempt because it is devoted to educational 
purposes. A exchanges his building for B’s. 
Since real estate taxes are levied on land 
irrespective of the identity of the owner, 
it has never been suggested that A must 
continue to pay $2,000 per year taxes on 
the building he received in exchange from 
B because he now holds property substan- 
tially identical with the property that he 
transferred and because A and B were 
merely “exchanging rights with each 
other.” * C owns securities which he wishes 
to give his children, reserving their income 
to himself for life. Such a _ reservation 
would make the securities subject to an 
estate tax upon his death. D owns se- 
curities of which he would like to make 
similar disposition with similar income 
reservation. C exchanges the income from 
his own securities for the income from D’s 
securities by the device of reciprocal trusts. 
That his purpose is tax avoidance does not 
make the transaction fraudulent or ineffec- 
tive.” 
property in order to avoid estate taxes just 
as it permits A to transfer his building in 
order to avoid real estate taxes. Substan- 
tively, C has received the equivalent in 
money’s worth for the securities that he 
transferred, or he has not. If he has, the 
transaction is “a bona fide sale for an ade- 
quate and full consideration in money or 
money’s worth” under Code Section 811 (c). 
If he has not, the transaction is a gift. 
In either event, he has made a transfer 
without reserving any of the strings with 
which the estate tax is concerned. 


Lehman Case 


Had taxpayers and their counsel been 
admitted to the judicial conference room 
in which the Lehman case was being deter- 
mined, they might have heard expressions 
of lack of judicial approval of devices 
obviously employed to avoid taxation. 
Perhaps we have here the explanation for 
treating inter-vivos trusts as if they were 
made by debtors and questioned by their 
creditors. The opinion of the court refers 


*% Wieboldt v. Commissioner, footnote 24, 
supra, 

8% ‘*The legal right of a taxpayer to decrease 
the amount of what otherwise would be his 
taxes or altogether avoid them, by means which 
the law permits, cannot be doubted.’’ Gregory 


v. Helvering [35-1 ustc { 9043], 293 U. S. 465, 
469 (1935). 


Switching of Settlors 


The law permits C to transfer his” 


to X, who makes a transfer of his property 
by inter-vivos trust, reserving to himself a 
life estate and a power of revocation, and 
to Y, who pays $10,000 to Z, who, in con- 
sideration of the cash, transfers securities 
of equal value to a trustee upon a trust 
giving Y the income for life with a power 
of revocation. “Does any one suppose that 
X’s estate is taxable (which it unquestion- 
ably would be) but that Y’s estate is not?” 
is the court’s rhetorical question. Such a 
question ignores the basic fact that we are 
here dealing with a statute and not with 
our feeling that Y’s estate should be taxed. 
Because “for many years Congress has 
sought vigorously to close tax loopholes 
against ingenious trust instruments”™ and 
Y has discovered one loophole, the judi- 
ciary is not empowered to close the loop- 
hole by adoption of a “well-established 
principle” which is neither a principle nor 
well established. The court’s complaint 
against Y was that the estate tax is levied 
only on property owned at death and prop- 
erty gratuitously transferred inter-vivos with 
retention of a life estate or a power of 
revocation. The courts might have held 


that the payment of $10,000 for $10,000 
worth of securities with a life estate and 
power of revocation to the payor is a 
gratuitous transfer of $10,000.% Then, 
under the statute, a gift tax might have been 


payable on the $10,000 so gratuitously trans- 
ferred. But the Commissioner did not re- 
quest such a holding because the trusts with 
which he originally dealt were established 
prior to the effective date of the gift tax 
statute and that statute is not retroactive, 
and perhaps also because such a holding 
would conflict with our basic principles of 
property and the sale and exchange of 
property. 


% Smith v. Shaughnessy [43-1 ustc { 10,013], 
318 U. S. 176, 180 (1943). 

% The Commissioner was compelled to adopt 
an argument very close to this in the Lueders 
ease. Said his brief to the Circuit Court: ‘‘The 
question of ‘consideration’ is important only 
insofar as it marks the distinction between an 
independent gift accompanied by a relinquish- 
ment of rights in favor of another and a gift 
made with knowledge that the relinquished 
rights are being, or will be, retained through 
the medium of the other’s trust.’’ In other 
words, he was here arguing that reciprocal trusts 
are merely an exchange of gifts, and that the 
decedent’s estate was taxable with the gift that 
she received in exchange for the gift that she 
gave. This left the Commissioner in an em- 
barrassing position; he was claiming an estate 
tax, and that tax is not levied on the recipient 
of a gift but only on its donor. Furthermore, 
he could not forsake the ‘‘well-established prin- 
ciple’’ that ‘‘a person who furnishes the con- 
sideration for the creation of a trust is the 
settlor.”’ 
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If it is desirable to prevent exchanges 
between husband and wife that are non- 
gratuitous and therefore escape federal gift 
and estate taxation, they should be taxed 
by Congress and not by distortions of the 
law of trusts and contracts. It may be 
“unfair and unreasonable to tax a transfer 
by one method and to leave untaxed a 
transfer by a different method which ac- 
complishes the same result.”® But the 


% Brief submitted to the Supreme Court on 
behalf of the government in Morsman v. Burnet 
[1931 CCH { 9164], 283 U. S. 783 (1931). The 
decedent had made an irrevocable transfer in 
trust, reserving a life estate to himself and 
directing that the corpus be transferred to his 
sons two years after his death. The Circuit 
Court held that the reservation of a life estate 
made the transfer one ‘‘intended to take effect 
in possession or enjoyment at or after death’’ 


remedy lies with Congress, not with the 


courts.” [The End] 


under the then applicable estate tax statute, 
which did not provide that reservation of a life 
estate made the inter-vivos transfer taxable. 
The Supreme Court reversed. 

%7In reversing Morsman v. Burnet and two 
similar cases—McCormick v. Burnet [1931 CCH 
7 9165], 283 U. S. 784 (1931), and Burnet v. 
Northern Trust Company [1931 CCH {f 9163] 
283 U. S. 782 (1931)—the Supreme Court said: 
‘There being no question of the constitutional 
authority of the Congress to impose prospec- 
tively a tax with respect to transfers or trusts 
of the sort here involved, the judgment is re- 
versed upon the authority of May v. Heiner.’ 
The Morsman case, decided on March 2, 1931, 
was followed next day by Public Resolution 
131 (Chapter 454, 46 Statutes 1516), which ex- 
pressly subjected to estate tax transfers with 
reservation of a life estate. This amendment 
is now part of the Internal Revenue Code, Sec- 
tion 811 (c). 








CORPORATIONS’ CHARITABLE DONATIONS 


Seventy-one of the one hundred largest manufacturing corpora- 


tions in the United States gave $16.1 million to charitable and welfare 
organizations during 1947, according to a survey on corporate donations 


in 1947 which has just been completed by the National Industrial 
Conference Board. Contributions to the Community Chest and Red 
Cross accounted for half of last year’s donations dollar. Contributions 
to hospitals and educational institutions took an additional twenty- 
seven cents, with virtually all of the remainder going to “other phil- 
anthropic institutions.” National health agencies received slightly 
more than two cents of the donations dollar. The Community Chest 
was found to be the chief beneficiary of corporate charity, according to 
the survey. Thirty-eight cents out of the donations dollar went into 
the Community Chest, which was overlooked by only one of the 
corporations reporting. In all but nine corporations, budget grants to 
the Community Chest ranked largest. The Red Cross was the most 
important individual charitable agency recognized by the corporations 
surveyed. Thirteen cents out of the donations dollar went to this 
agency. Only one corporation, because of a special situation, did not 
contribute. Dollarwise, contributions to hospitals( for both capital and 
maintenance needs) closely approached those made to the Red Cross, 
although one out of five corporations did not include donations to 
these institutions in its budget. Donations by individual corporations 
varied greatly in size. 
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TRENDS 


in the Ad Valorem Taxation of Intangibles 


By EDWARD ROESKEN . . . ARE THE STATES ABANDONING 
INTANGIBLE TAXATION FOR OTHER SOURCES OF REVENUE? 


T HE STATES of the Union may be di- 
vided into four general groups according 
to their approach to the ad valorem taxation 
or exemption of intangibles: 


(1) States where all, or practically all, in- 
tangibles are exempt. 


(2) States where intangibles are segre-~ 


gated for taxation at comparatively low rates. 


(3) States where there is a partial classi- 
fication of certain intangibles at relatively 
low rates and where other intangibles are 
taxable at the high local ad valorem tax 
rates applicable to real estate and tangible 
personal property. 

(4) States where all intangibles are osten- 
sibly subject to ad valorem taxation at the 
comparatively high local property tax rates. 


States Exempting Intangibles 


A striking development of the past decade 
and a half in a substantial number of states 
is the deliberate relinquishing of their right 
to tax intangibles of individuals and busi- 
ness corporations for ad valorem tax purposes. 
This exemption has been accomplished 
principally through legislation. However, a 
few states have gone so far as to incorpo- 
rate such exemptions in their constitutions 
by constitutional amendment. In one or 
two other states, elimination of the taxation 
of intangibles may be traced to court deci- 
sions which have declared invalid the legis- 
lation taxing intangibles. 

Jurisdictions which may be listed as ex- 
empting in toto the intangibles both of indi- 
viduals and of business corporations are 
Arizona, Colorado, Delaware, District of 
Columbia, Massachusetts, New Hampshire, 


Taxation of Intangibles 


New Jersey, New York, Oregon, Utah, 
Vermont, Washington and Wisconsin. To 
these may be added four states—Louisiana, 
Maryland, Minnesota and Nevada—where 
the intangibles reached are few and a vir- 
tual exemption of all intangibles obtains. 


The exemption of intangibles in the states 
mentioned may be attributed to two factors: 
(1) the enactment of laws imposing income 
taxes, which reach the income from intan- 
gibles; and (2) the difficulties experienced 
by local taxing authorities in the direct as- 
sessment of intangibles at the prevailing 
high local property tax rates. Most owners 
of stocks, bonds, accounts receivable and 
similar intangibles have been found reluc- 
tant to reveal such property for taxation at 
the rates applying to real and tangible per- 
sonal property; and in a number of states 
the attempts to apply property tax require- 
ments to intangibles of individuals and busi- 
ness corporations were virtually abandoned 
before legislative action exempted them 
from ad valorem taxation. 


Exemptions Due 
to Income Tax Levies 


Jurisdictions in which the general exemp- 
tion of intangibles may be attributed in large 
part to the enactment of net income tax 
laws applicable to both individuals and busi- 
ness corporations are Colorado and the Dis- 
trict of Columbia, which enacted net income 
tax laws in-1937 and 1939, respectively, and 
specifically exempted intangibles from ad 
valorem property taxes thereafter; Mary- 
land, where the only intangibles remaining 
specifically taxable since the enactment of 
the income tax law in 1939 are national 
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bank shares, shares in Maryland corpora- 
tions other than ordinary business corpora- 
tions and the capital stock of foreign finance 
corporations; Massachusetts, where a per- 
sonal income tax has been exacted since 
1916, and the corporate excess tax, consist- 
ing in part of a tax based on net income of 
corporations, has been imposed since 1920; 
New Hampshire, where a personal income 
tax has been on the statute books since 1923 
and where the property tax laws are silent 
with regard to the taxation of intangibles 
such as bonds, notes, money at interest, etc., 
these being omitted from the statutory list 
of taxable property; New York, where in 
1933 all personal property was exempted 
by statute from taxation for state or local 
property tax purposes, and where a con- 
stitutional provision that “intangible per- 
sonal property shall not be taxed ad 
valorem” was added in 1938, effective Janu- 
ary 1, 1939; Oregon, where a 1935 statute 
made the property tax laws inapplicable to 
intangibles; Utah, where the elimination of 
intangible property from ad valorem as- 
sessment was effected in 1931, the same year 
in which personal and corporate income 
taxes were exacted; Vermont, where a stat- 
ute providing that all intangible property 
the income of which is taxable or exempt 
under the personal income tax law is not to 
be subject to any other form of taxation, is 
also generally regarded as exempting in- 
tangibles of corporations paying an income 
tax; Wisconsin, where, since the adoption of 
the income tax in 1911, moneys and credits 
and stocks and bonds have been exempted 
and the income therefrom subjected to the 
income tax. 


Exemptions Due to Court Decisions 


The present exemption of intangibles in 
Arizona is due to court decisions. An act, 
passed in 1933, which taxed intangibles at 
relatively low rates was held unconstitu- 
tional in 1934; in 1938, in another decision, 
it was specifically ruled that intangibles 
were not subject to property taxation. 


Exemptions Due to Repeal 


Delaware’s 1939 statutory provision for 
the exemption of intangible and tangible 
personal property from property taxation 
followed, by ten years, the exaction of a 
personal income tax which had been in ef- 
fect since 1929 and an earlier personal in- 
come tax which had been exacted from 1917 
to 1921. 
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In Minnesota, the former provision for 
taxation of moneys and credits at three 
mills on the dollar were repealed by Chap- 
ter 453, Laws of 1945, thus permanently 
exempting them from taxation. 


In New Jersey, the state which has most 
recently exempted intangibles, this exemp- 
tion is attributable to the revision of the 
corporate franchise tax law in 1945 by Chap- 
ter 162 of that year. A companion measure, 
Chapter 163, provided for the exemption of 
practically all intangibles from ad valorem 
taxation. Under Chapter 162, however, in- 
tangibles are taken into consideration in the 
allocation factor of the alternative measure 
of the franchise tax. This requires assign- 
ing to New Jersey that proportion of a cor- 
poration’s entire net worth which the average 
value of its assets in New Jersey bears to 
the average value of its assets everywhere. 
For this purpose, there is included in net 
worth, as within New Jersey, the entire 
amount of the intangible personal property 
of foreign corporations which would have a 
business situs within the state for the pur- 
pose of a property tax. As to New Jersey 
corporations, there is included as within 
New Jersey, for this purpose, under the law 
as amended by Chapter 50, Laws of 1947, all 
intangible personal property not having a 
business situs outside New Jersey and one 
half of the value of intangible personal prop- 
erty having a business situs outside the state. 


In the State of Washington, Act No. 96 of 
1931 exempted practically all forms of in- 
tangible property. 


Constitutional Exemptions 


The Louisiana exemption of intangibles 
found in Section 4 of the State Constitu- 
tion is of more than a quarter of a century’s 
standing. 


In 1942, Nevada adopted a constitutional 
amendment providing for the exemption of 
the following property: shares of stock (ex- 
cept shares of stock in banking corpora- 
tions), bonds, mortgages, notes, bank 
deposits, book accounts and credits, and securi- 
ties and choses in action of like character. 


States Exempting 
Corporate Intangibles 


There is another group of states in which 
the same forces have been at work, but in 
which the exemption of intangibles has been 
limited to one group of taxpayers—business 
corporations. Here the underlying reason 
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for such exemption is found usually in the 
fact that business corporations are subject 
to a state income tax, or to a type of tax (such 
as a corporate excess tax) through which the 
income from intangibles is reached or the 
intangible values of a corporation are taxed. 


These states are Connecticut, Pennsylva- 
nia and Rhode Island. In each, an income 
tax is imposed upon corporations. 


In Rhode Island, an alternative to the net 
income tax is a tax based upon the corporate 
excess. This alternative tax is applied if it 
produces a tax greater than that based upon 
allocable net.income. The income tax was 
first imposed by House Bill No. 923, Laws 
of 1947, with the first return of calendar 
year corporations, due May 1, 1948. A tax 
on corporate excess had, however, been im- 
posed for many years, having been first 
levied in 1912. “Corporate excess” is usual- 
ly defined, broadly, as the amount by which 
the value of the capital stock exceeds the 
value of taxable property. In Rhode Island, 
it is determined by adding to the value of 
the capital stock the value of the bonded 
indebtedness and other indebtedness, in- 
cluding the value of indebtedness, if any, 


which constitutes dividends declared, sal- ~ 


aries and bonuses unpaid or reserves for 
taxes. Of the total value so ascertained, a 
proportion is allocated to Rhode Island. 
From this value apportioned to the state, 
there is deducted the asssesed value of real 
estate and tangible personal property of the 
corporation locally assessed in Rhode Is- 
land and the tax-exempt property, if any. 
The remainder is the “corporate excess.” 


Four-Mill Taxes 


In each of these states, stocks of corpora- 
tions subject to certain of the state taxes 
are regarded as exempt in the hands of local 


residents. In Pennsylvania, the tax is the 
capital stock tax, payable by Pennsylvania 
companies, or the franchise tax, payable by 
foreign corporations doing business in the 
state. In Rhode Island, it is the new busi- 
ness corporation tax. In Connecticut, the 
presumed payment by a corporation on its 
property is regarded as sufficient to exempt 
the corporate stock from property taxes, 
under a statute which provides that “the 
stockholders of any corporation, the whole 
property of which is assessed and taxed in 
its name, shall be exempt from assessment 
or taxation for their stock therein.” In 
Pennsylvania and Rhode Island, stocks of 
foreign corporations other than those pay- 
ing the taxes mentioned are definitely re- 
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garded as taxable in the hands of residents. 
It is interesting to note that in each of these 
states a rate of four mills on the dollar is 
applied to the assessed value of such taxable 
stocks (expressed in Rhode Island as forty 
cents on each $100 of assessed valuation). 


Bonds of corporations also may be tax- 
able in each of these states at a rate of four 
mills on the dollar. In Rhode Island, all 
taxable intangibles of individuals are taxed 
at the four-mill rate. In Connecticut, an 
annual rate of four mills may be applied to 
the face amount of such bonds, in lieu of 
the comparatively high local property tax 
rate, if the bonds or a description thereof is 
transmitted to the State Tax Commissioner, 
who endorses payment made at the four-mill 
rate for one or more years. In Penn- 
sylvania, bonds and other evidences of cor- 
porate indebtedness owned by Pennsylvania 
residents are subject to a four-mill county 
property tax. If, however, the company 
issuing the bonds or other evidences of in- 
debtedness is either a Pennsylvania com- 
pany or a foreign corporation having a 
resident treasurer in Pennsylvania, the 
treasurer is required to deduct the state 
four-mill corporate loans tax from any in- 
terest paid during the preceding year and 
to remit to the state this four-mill tax, which 
will be in lieu of the bondholder’s payment 
of the four-mill county property tax. Very 
often corporations agree, as part of their 
contracts with their bondholders, to absorb 
this tax. 


No doubt these four-mill taxes, levied in 
Connecticut since 1899, in Pennsylvania 
since 1879 and in Rhode Island since 1912, 
are to be regarded as outstanding forerun- 
ners of the classified property taxes adopted 
in recent years in such states as Florida, 
Georgia, Indiana, Michigan, Missouri, North 
Carolina, Ohio, Oklahoma and West Vir- 
ginia. Of these, the Florida classification, 
effected in 1931, is the earliest, and the 
Missouri classification, effected in 1946, is 
the most recent. 


A number of states have, in recent years, 
carried out thoroughgoing revamping of the 
laws taxing intangibles. As a result, all, or 
practically all, intangibles are now segre- 
gated in these states and taxed at rates 
which are low as compared to the rates ap- 
plied to real estate and tangible personal 
property. These states are Florida, Georgia, 
Indiana, Michigan, Missouri, Nebraska, 
North Carolina, Ohio, Oklahoma, Virginia 
and West Virginia. These changes were 
brought about in Florida and Ohio in 1931, 
and were effected in the remaining states as 
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follows: Indiana and West Virginia, 1933; 
Georgia and North Carolina, 1937; Michigan 
and Oklahoma, 1939; Missouri, 1946. In 
Nebraska and Virginia, the segregation of 
intangibles had been in effect for many years 
prior to 1931. In California, which should, 
perhaps, be included in this group of states, 
changes effected in 1929 left solvent credits 
(all credits except bonds, notes and deben- 
tures) as the taxable intangibles, the levy 
being made upon their actual value at a low 
rate. 


While in some instances the administra- 
tion of such taxation of intangibles has been 
left in the hands of local taxing officials, the 
recent trend is to assign the administration 
to state officials or boards. 


Range of Rates 


Two trends have been evident in the fix- 
ing of the rates applied to classified intan- 
gibles. 

One of these has been revealed in the 
range of the rates applied to the taxable 
values of the segregated intangibles. Here, 
the variation in rates has been held within 
a surprisingly narrow field, the levies rang- 
ing from forty cents on each $1,000 valua- 
tion to $8 on the $1,000 valuation. 


The other trend relates to the employment 
of the income yield of intangible property 
as the base of the levy in three states. In 
Missouri, the most recent state to segregate 
its intangibles, the taxation of intangibles is 
limited to those having an income yield, the 
rate applied being four per cent of that yield. 
In Michigan, income producing intangible 
personal property is taxed at three per cent 
of the income, but in no event is less than 
one tenth of one per cent of the face or par 
value. In Ohio, productive investments are 
taxed at five per cent of the income received. 


Accounts Receivable 


Accounts receivables, one of the principal 
types of intangibles, are taxed at $1 per 
$1,000 valuation in three states—California, 
Florida and Michigan. The rate per $1,000 
is $2 in Ohio, $2.50 in Indiana and North 
Carolina, $4 in Oklahoma and $5 in Vir- 
ginia. 

In Georgia accounts receivable, as they 
have been exempted from the state intangi- 
bles tax, are left taxable locally, for city and 
county property tax purposes, at the local 
property tax rates. 

In West Virginia also, accounts receivable 
are taxed at the local property tax rates. 
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There, however, they are placed in a low 
classification, with the result that the local 
rates applied correspond to rates ranging 
approximately from $4 to $7 on each $1,000 
of taxable valuation. 


Even prior to the segregation of accounts 


‘receivable and other intangibles and their 


taxation at lower rates than the usual ad 
valorem tax rates, there was a considerable 
development of the law, through court de- 
cisions, on the subject of the “situs” of such 
intangibles. The present approach to this 
subject stems principally from the decision 
of the Supreme Court of the United States 
in Wheeling Steel Corporation v. Fox, State 
Tax Commissioner et al., 56 S. Ct. 773, 298 
U. S. 193 (1936), involving the extent of the 
application of the West Virginia property 
tax laws. A Delaware company, having 
only a statutory office in its home state, had 
its general business offices at Wheeling, 
West Virginia. The Supreme Court held 
that the company was subject to ad valorem 
taxation upon its accounts receivable and de- 
posits in banks to the extent that such in- 
tangibles were not deemed to have been 
localized elsewhere. The “business situs” 
theory of the taxation of intangibles was, in 
effect, approved. ‘This gives to the intangi- 
bles of a foreign corporation a taxable situs 
at the place where they arise in the course of 
the business of making contracts of sale. Re- 
jecting a contention that Delaware was to 
be regarded as the situs of intangibles aris- 
ing and employed in other states, the court 
remarked: 


“To attribute to Delaware, merely as the 
chartering state, the credits arising in the 
course of the business established in another 
state, and to deny to the latter the power to 
tax such credits upon the ground that it vio- 
lates due process to treat the credits as 
within its jurisdiction, is to make a legal fic- 
tion dominate realities in a fashion quite as 
extreme as that which would attribute to 
the chartering state all the tangible posses- 
sions of the corporation without regard to 
their actual location.” 


Decisions in other states in the group 
classifying intangibles which have held ac- 
counts receivable and other credits to be 
taxable in states other than the domicile of 
the owner because they had acquired a busi- 
ness situs there, are Colgate-Palmolive-Peet 
Company v. Davis et al., 196 Ga. 681, 27 S.E. 
(2d) 326; Parke, Davis & Company v. City of 
Atlanta et al., 36 S.E. (2d) 773; Ford Motor 
Company v. State, 178 Okla. 193, 62 Pac. 
(2d) 48; State v. Atlantic Oil Producing 
Company, 174 Okla. 61, 49 Pac. (2d) 534; 


July, 1948 @ TAX ES—The Tax Magazine 





Commonwealth v. United Cigarette Machine 
Company, 119 Va. 447, 89 S.E. 935. 


On the other hand, there are decisions 
upholding the state in which a corporation 
was created in taxing all, or practically all, 
of the intangibles of the company at its 
domicile there. (Commonwealth v. Imperial 
Coal Sales Company, 55 S. Ct. 12, 293 U. S. 
15, rev’g 161 Va. 718, 172 S.E. 927; Cream 
of Wheat Company v. Grand Forks County, 
40 S. Ct. 558, 253 U. S. 325; Newark Fire 
Insurance Company v. State Board of Tax 
Appeals, 59 S. Ct. 918, 307 U. S. 313.) 


States Classifying 
Moneys and Credits 


In six states certain intangibles have been 
selected or classified for taxation at rela- 
tively low rates and the remaining intangi- 
bles are left taxable at current ad valorem 
property tax rates. These states are Iowa, 
Kansas, Kentucky, Montana, Nebraska and 
South Dakota. 


Money has been specially treated in this 
way in Iowa, Kansas, Montana and South 
Dakota. 
plied to this type of intangibles is five mills 
on the dollar, while in South Dakota it is 
four mills on the dollar. In Kentucky, bank 
deposits in the state are taxed at a rate of 
one tenth of one per cent, while deposits of 
residents in out-of-state banks are taxed at 
fifty cents on each $100. Where seventy-five 
per cent or more of a corporation’s prop- 
erty is assessed in Kentucky, the stock of 
the corporation is exempt when held by 
residents. Stocks of banks are taxed at vary- 
ing low rates in Kentucky for state, county, 
municipal and school purposes. 


Iowa includes as taxable at its five-mill 
rate credits and shares of stock in foreign 
corporations. It permits a deduction of the 
amount of debts owed from the taxable 
moneys and credits. Shares in domestic 
corporations are also taxed at this rate, the 
corporations being made liable for the pay- 
ment of the tax. 


Kansas includes notes and other evidences 
of debt among the subjects taxable at its 
five-mill rate, and taxable certificates evi- 
dencing shares of stock are embraced in the 
statutory definition of “evidences of indebt- 
edness” and taxed at five mills. Nebraska 
taxes money, certain federal demand notes 
and securities, savings accounts, bank de- 
posits, bills of exchange and checks and 
drafts at 21%4 mills on the dollar, and other 
intangibles at eight mills on the dollar. 


Taxation of Intangibles 


In Iowa and Kansas, the rate ap- . 


Montana achieves a lowered tax upon 
moneys and credits by reducing the base 
against which the local ad valorem rates 
are applied to seven per cent of true value. 


Intangibles not included in the groups 
mentioned are ostensibly taxable locally in 
these five states at the relatively high local 
ad valorem rates applicable to real estate 
and tangible personal property. 


States Not Classifying Intangibles 


Twelve states, not previously discussed, 
have not classified intangibles for taxation 
at low rates, and presumably tax the taxable 
intangibles at the-ad valorem rates applied 
to real estate and tangible personal prop- 
erty. These states are Alabama, Arkansas, 
Idaho, Illinois, Maine, Mississippi, New 
Mexico, North Dakota, South Carolina, 
Tennessee, Texas and Wyoming. 


‘Business Situs’’ 


In several of these states there is little or 
no evidence of attempts to apply the “busi- 
ness situs” theory to the taxation of intangi- 
bles by giving a situs within the state to 
intangibles arising from business done there 
by nonresidents and foreign corporations. 
Alabama, Idaho, Maine, New Mexico, South 
Carolina, Tennessee and Wyoming may be 
listed in this group. 


In Arkansas, Illinois, Mississippi, North 
Dakota and Texas, recognition of the “busi- 
ness situs” of intangibles has been evidenced 
in varying degrees. 


In Arkansas, the assessing officials have 
applied the business situs of intangibles in 
their assessment of property. 


The Illinois statute has contained a pro- 
vision since 1939 for the taxation cf “all 
intangible personal property of foreign cor- 
porations doing business in this state” which 
is located in Illinois and used in business 


transacted within the state, other than 
“those foreign corporations which are re- 
quired by law to pay a premium tax for the 
privilege of doing business” in Illinois. (Sec- 
tion 18, Revenue Act of 1939, as amended by 
H. B. No. 460.) 


Mississippi has provided by statute that 
every resident or nonresident, corporate or 
otherwise, having capital employed in busi- 
ness or owning money, securities or other 
intangible property subject to taxation, is to 
be taxed upon it in the county where such 
person resides or has a place of business at 
the time of the assessment. According to a 
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1933 decision, a foreign corporation holding 
collateral in the form of notes in Mississippi 
for collection only, the proceeds of which, 
when collected, were forwarded to the com- 
pany’s offices in other states and were not 
reinvested in Mississippi, was not taxable 
on these notes since they did not have a 
business situs in that state. (Gully v. C. J. T. 
Corporation, 168 Miss. 268, 150 So. 367.) 


In North Dakota, where property exempted 
today from ad valorem taxation embraces 
“moneys and credits not used in competition 
with money invested in bank stock,” a 1918 de- 
cision held that credits owed to a nonresident 
by residents were taxable. (State ex rel. 
Langer v. Packard, 40 N.D. 182, 168 N.W. 
673.) A subsequent decision, taken to the 
Supreme Court of the United States in 1920, 
involved the taxation of the intangibles of a 
North Dakota company which carried on its 
business activities in states other than North 
Dakota. It was held that the fact that the 
company’s property and business were entirely 
in another state did not make it any less subject 
to taxation in the state of its domicile. (Cream 
of Wheat Company v. Grand Forks County, 
supra.) 

Texas has decisions indicating that bank 
deposits may be taxed where they have ac- 
quired a business situs (Great Southern Life 
Insurance Company v. City of Austin, 243 
S. W. 778), and that notes held by a foreign 
corporation engaged in the business of lend- 
ing money and operating in a Texas city 
acquired a taxable situs there. (Texas Land 
& Cattle Company v. City of Fort Worth, 73 
S.W. (2d) 860; appeal dismissed 295 U. S. 
716, 769, 55 S. Ct. 658, 913.) 


Exemption of Stock 


In Wyoming, shares of stock in domestic 
and foreign business corporations are ex- 
empted from taxation by statute. 


In Illinois, the shares of stock of an IIli- 
nois company are exempt in the hands of 
the holder by reason of the payment of the 
capital stock tax by the corporation. The 
shares of stock in a foreign corporation 
which are held by Illinois residents are re- 
garded as exempt if the corporation pays a 
tax on its tangible personal property in IIl- 
nois, under the decision of the Supreme 
Court of Illinois in Hart et al. v. Toman, 


373 Ill. 462, 26 N.E. (2d) 501 (1940). 


A number of other states in this group 
exempt shares of stock of corporations held 
by residents if the corporation whose stock 
is held pays taxes upon property in the tax- 
ing state. Where such a conditional exemp- 
tion exists in the statutes, it is not unusual 
that all shares of stock of business corpo- 
rations are regarded for practical purposes 
as exempt because of the difficulty in deter- 
mining whether and where the corporations 
whose stock is owned have paid local ad 
valorem property taxes. States in which 
there is such a conditional exemption are 
Idaho, Mississipplii New Mexico, South 
Carolina, Tennessee and Texas. 


Three states—Alabama, Arkansas and 
North Dakota—in this group of twelve call 
for the reporting of shares of stock in do- 
mestic and foreign business corporations, 
when owned by local taxpayers. Normally, 
it is expected that the value of such shares 
will be reported by the owners when they 
list their taxable property on the returns 
filed with the local assessors. In Alabama, 
however, the tax upon the assessment of 
shares of Alabama corporations is collected 
from the corporation, which files a return 
for that purpose with the assessor of the 
county where the company has its home or 
chief office in the state, and also with the 
State Department of Revenue. [The End] 
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HIGH COST OF CIGARETTES 


New Jersey will collect a new tax of three cents a package on 
cigarettes beginning July 1, 1948. 
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By AARON L. DANZIG . . . CAN YOU DIFFERENTIATE BETWEEN 
REORGANIZATIONS, RECAPITALIZATIONS, PARTIAL AND COMPLETE 


LIQUIDATIONS ... ? 


T= DIVIDEND is a constant bogey- 
- man to those not completely initiated in 
the field of reorganizations, recapitalizations, 
partial and complete liquidations. 


I have seen accountants and lawyers who 
have counseled against cancellation and re- 
demption of a particular stockholder’s shares 
where the corporation was to continue in 
existence but the particular stockholder 
would no longer have any interest therein. 
Such advice was prompted by the impres- 
sion that any stockholder so canceling and 
redeeming his stock would receive a divi- 
dend taxable as ordinary income. Here isa 
situation in which the Commissioner him- 
self has stated that such a step does not 
effect a distribution of a taxable dividend.’ 


One can well imagine, therefore, with what 
fear and trepidation Alice enters the Wonder- 
land of partial liquidations to all stockholders, 
reorganizations where disbursements of 
moneys are made to all stockholders alike, 
and similar more complicated problems in 
which the rule as to what constitutes a divi- 
dend is not sharply defined by the Commis- 
sioner and the courts themselves, interpreting 
the pertinent sections, are often guilty of 
sloppy wordage and thought.’ 


‘Regulations 111, Section 29.115-9: ‘‘On the 
other hand, a cancellation or redemption by a 
corporation of all of the stock of a particular 
shareholder, so that the shareholder ceases to 
be interested in the affairs of the corporation, 
does not effect a distribution of a taxable divi- 
dend.’’ It should be carefully observed here 
that the transaction is not necessarily tax free. 
If a capital gain is realized by the stockholder, 
it is taxed to the extent provided in Section 112. 
(Code Section 115(c).) 

*See, for instance, Fostoria Glass Company 
v. Yoke [42-1 ustc {§ 9616], 45 F. Supp. 962 (DC 
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And yet it cannot be said that once all the 
pertinent decisions and applicable sections 
are known, there is any great difficulty in 
determining what will amount to a dividend 


taxable as ordinary income. 


Complete Liquidations 


Where a corporation completely liqui- 
dates, the transaction is treated as a sale of 
his stock by the stockholder to the corpora- 
tion, and the stockholder realizes only a 
capital gain.* No safeguards to the govern- 


W. Va., 1942), where the court says that the 
business motives behind the transaction are no 
longer pertinent under modern decisions, but 
goes on to say that the factors which should in- 
fluence the court include such things as whether 
“sound business reasons for the transaction’’ 
existed, whether the transaction resulted in a 
“restriction of the company’s business,’’ etc. 

See also, surprisingly enough, the decision of 
L. Hand in Kirschenbaum v, Commissioner [46-1 
ustc § 9231], 155 F. (2d) 23, where the Second 
Circuit says that the decision of the Supreme 
Court in Bedford v. Commissioner [45-1 ustc 
§ 9311], 325 U. S. 283, in which the Supreme 
Court stated that it was expressly interpreting 
Section 112 only, and not Section 115, was held 
to overrule authoritatively a doctrine previously 
established by certain Circuit Courts with refer- 
ence to Section 115. (Section 115 implies a recog- 
nition that previous earnings may be distributed 
in partial liquidation, under certain circum- 
stances, without being treated as a dividend. 
Section 112 has no such equivalent implication.) 
(See below.) To say, therefore, that a decision 
under Section 112 as to whether a given pay- 
ment is a dividend is conclusive as to Section 
115 also. does not evince clear thinking. 

3 Code Section 115(c): ‘‘Distributions in Liqui- 
dation.—Amounts distributed in complete liqui- 
dation of a corporation shall be treated as in 


(Footnote 3 continued on page 646.) 
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AARON L. DANZIG .. . Member of the New York 
law firm Nemeroff, Jelline, Danzig & Paley 


ment are placed on this rule. Even though 
the corporation by complete liquidation may 
pay out tremendous sums constituting earn- 
ings and profits from its surplus account to 
its stockholders, such an act is never deemed 
a guise for distributing dividends to its 
stockholders. This is an important consid- 
eration because where a partial liquidation is 
undertaken, a safeguard ts contained in the 
Internal Revenue Code, which provides that 
partial liquidation may, under certain circum- 
stances, be held to be liquidating dividends.‘ 


This provision, however, has been held not 
to apply to complete liquidations.® 


(Footnote 3 continued.) 


full payment in exchange for the stock, and 
amounts distributed in partial liquidation of a 
corporation shall be treated as in part or full 
payment in exchange for the stock. The gain 
or loss to the distributee resulting from such 
exchange shall be determined under section 111, 
but shall be recognized only to the extent pro- 
vided in section 112.’’ (Italics supplied.) 

* Code Section 115(g). 

5 Boehringer [CCH Dec. 8226], 29 BTA 8: peti- 
tion for review dismissed CCA-3, 1936. In that 
case the Board stated: ‘‘There is a statement in 
the report of the Senate Finance Committee and 
in the report of the Conference Committee of 
the House that subdivision (g) . . . ‘obviously 
does not apply in cases of complete liquidation 
of all of the stock of the corporation’. Sen. 
Rept. 52, 69th Congress, 1st session, p. 15; 
H. Rept. 356, 69th Congress, 1st session, p. 30.’’ 
It is interesting to note the procedure adopted 
in this case, which was permitted by the 
Board. A New York corporation, which had 
accumulated some $50,000 in surplus earnings, 
sold its assets, excluding the $50,000, to a New 
Jersey corporation organized by the same stock- 
holders. The New York corporation received 
the stock of the New Jersey corporation, only 
for the assets transferred. The New York cor- 
poration then liquidated completely, distributing 
to its stockholders the $50.000 in cash and the 
stock received from the New Jersey corporation. 
The purpose of forming a New Jersey corpora- 
tion was to enable the corporation to defend 
patent litigation in New Jersey rather than in 
New York. The Commissioner argued that the 
distribution of the New Jersey stock to the 
shareholders of the New York corporation and 
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The rule for partial liquidations is that 
where there is a bona fide shrinkage or con- 
traction of a business due to economic 
factors beyond the control of the stock- 
holders, partial liquidations corresponding 
to the contraction or shrinkage will not be 
treated as dividends taxable as ordinary 
income. 


In order to understand why this rule ex- 
ists, it is necessary to take a look at Section 
115 of the Internal Revenue Code to see how 
it was constructed. 


The section opens with the “bogeyman” 
provision. It provides that all distribu- 
tions by a corporation to its stockholders 
out of its earnings and profits shall be 
deemed dividends,® and that all distributions 


the distribution of the $50,000 surplus consti- 
tuted a taxable dividend under Section 115(g), 
subject, therefore, to ordinary income tax. As 
above noted, the Board held to the contrary. 

See Regulations 111, Section 29.115-9, to same 
effect: ‘‘A bona fide distribution in complete 
cancellation or redemption of all of the stock 
of a corporation, or one of a series of bona 
fide distributions in complete cancellation or 
redemption of all of the stock of a corporation, 
is not essentially equivalent to the distribution 
of a taxable dividend. If a distribution is made 
pursuant to a corporate resolution reciting that 
the distribution is made in liquidation of the 
corporation, and the corporation is completely 
liquidated and dissolved within one vear after 
the distribution, the distribution will not be 
considered essentially equivalent to the distri- 
bution of a taxable dividend.’’ 

® Section 115(a): ‘‘The term ‘dividend’ when 
used in this chapter (except in section 201(c) (5), 
section 204(c)(11) and section 207(a)(2) and 
(b)(3) (where the reference is to dividends of 
insurance companies paid to _ policyholders)) 
means any distribution made by a corporation 
to its shareholders, whether in money or in 
other property, (1) out of its earnings or profits 
accumulated after February 28, 1913, or (2) out 
of the earnings or profits of the taxable year 
(computed as of the close of the taxable year 
without diminution by reason of any distribu- 
tions made during the taxable year), without 
regard to the amount of the earnings and profits 
at the time the distribution was made.’’ 
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by a corporation shall be deemed to come 
irom earnings or profits—if there are earn- 
ings or profits on the books of the corpora- 
tion—but, of course, only to the extent of 
earnings and profits." 


It is no small wonder that the general 
practitioner cowers before this all-inclusive 
rule. Unless the rest of the section is read 
carefully, it might well be thought that every 
attempt by a corporation to make a distribu- 
tion to its stockholders would be deemed a 
dividend distribution. 


However, the section then adds a “pro- 
viso.” It is not phrased as such, in that no 
“provided that” appears in the paragraph; 
nevertheless, there can be no doubt that 
Section 115 (c) is an exception to Sections 
115 (a) and (b). Amounts distributed in 
complete or partial liquidation of a corpora- 
tion shall be treated as payment for stock 
surrendered; therefore, the transaction will 
be treated as a capital gains transaction.® 
There can be no doubt that the provisions 
contemplated the possibility of distribution 
of actual earnings and profits in partial 
liquidations. The section talks of capital 
gains, and there can be no capital gain on 


the liquidation of stock unless the corpora- . 


tion has earned profits which enhance the 
trade-in value of the shares. The very next 
sentence reaffirms this conclusion. In cases 
of partial liquidation, Section 115 (c) refers 


to “part of such distribution as is properly 
chargeable to capital account.” ® 
The implication is inherent that if part of 
a given distribution is properly from capital, 
part is necessarily from earnings and profits. 
The Commissioner has likewise made it 
clear that Section 115 (c) envisages dis- 


tributions of accumulated earnings and 
profits, which will be taxed only under the 
capital gains provision of the Code.” 


™Section 115(b): ‘‘For the purposes of this 
chapter every distribution is made out of earn- 
ings or profits to the extent thereof, and from 
the most recently accumulated earnings or 
profits. Any earnings or profits accumulated, 
or increase in value of property accrued, before 
March 1, 1913, may be distributed exempt from 
tax, after the earnings and profits accumulated 
after February 28, 1913, have been distributed, 
but any such tax-free distribution shall be ap- 
plied against and reduce the adjusted basis of 
the stock provided in section 113.’’ 

‘Section 115(c). See supra, footnote 3. 

®*Section 115(c): ‘‘In the case of amounts 
distributed (whether before January 1, 1939, or 
on or after such date) in partial liquidation 
(other than a distribution to which the provi- 
sions of subsection (h) of this section are appli- 
cable) the part of such distribution which is 
properly chargeable to capital account shall not 
be considered a distribution of earnings or 


profits."”. See also Regulations 111, Section 
29.115-5. 
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So much time is spent in clarifying this 
particular facet of Section 115 because, as 
we shall see later, Judge Learned Hand 
failed to grasp the necessary implication to 
be found in the language, and was troubled 
by the thought that perhaps all partial liqui- 
dations were to be deemed distributions of 
dividends, taxable as ordinary income, to 
the extent of any earnings and profits ac- 
cumulated by the corporation.™ 


To recapitulate, then, we see that Section 
115 first announces the general rule that all 
accumulated earnings and profits distributed 
by a corporation are taxable as ordinary in- 
come. It next states that all distributions 
are deemed to come from earnings if there 
are any earnings on the books. An excep- 
tion to the rule is then set forth: full or 
partial liquidations are taxed only as capital 
gains. Nothing could be clearer. 


But Congress ran into this difficulty: 
Suppose taxpayers go through the gestures 
of partial liquidation, but in fact do so only 
for the purpose of declaring themselves divi- 
dends. What then? 


1% Regulations 111, Section 29.27(g)-1. Here 
the Commissioner is discussing Section 27(g) of 
the Code, which deals with dividends-paid 
credit; but in order properly to discuss the effect 
of this section, he has to discuss the effect of 
Section 115(c). Says the Commissioner: 


“Dividends paid credit for distributions in 
liquidation—(a) Distributions which diminish 
earnings or profits.—To the general rule that an 
allowance for dividends paid is permitted only 
with respect to taxable dividends paid, section 
27(g) makes one exception, namely, for that 
part of an amount distributed in liquidation 
which, under the Internal Revenue Code, con- 
stitutes a distribution of, and is properly charge- 
able to, earnings or profits accumulated after 
February 28, 1913. Thus, a distribution either 
in complete or partial liquidation of a corpora- 
tion is treated by the Code as one constituting 
in part a distribution of, and being properly 
chargeable to earnings or profits, if 


‘“*(1) Under the provisions of section 115(c), 
the amounts distributed in liquidation are 
treated as received in payment in exchange for 
the stock; and 


““(2) Under the provisions of section 112, the 
gain or loss. if any, from such exchange is 
recognized or the gain is taxed as provided in 
section 112(b) (7). 


In such a case, an allowance for dividends 
paid may be included in the basic surtax credit 
for the amount actually involved in such dis- 
tribution which is properly chargeable to the 
earnings or profits accumulated after February 
28, 1913. even though the method of taxation of 
the distribution is that ordinarily employed with 
respect to the gain or loss realized and recog- 
nized Upon an exchange, rather than that em- 
ployed with respect to a taxable dividend.’’ 
(Italics supplied.) 

11 Kirschenbaum v. Commissioner, supra, foot- 
note 2: ‘‘. .. perhaps the section [115(g)] covers 
all cancellations or redemptions which result in 
the distribution of accumulated earnings.”’ 
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Section 115(g) 


Hence, Section 115 (g) was born. It pro- 
vides merely that if a corporation cancels or 
redeems its stock “at such a time and in such 
manner” as in effect to distribute a dividend, 
the distribution will be treated as a taxable 
dividend, taxable as ordinary income.” 


What have we now? A statement by Con- 
gress that in partial liquidations some cases 
of distribution of accumulated earnings and 
profits will be treated as capital gains trans- 
actions, and some cases will be treated as 
dividends taxable as ordinary income to the 
stockholders. 


What typical situation did Congress in- 
tend to cover by Section 115 (g)? Congress 
has spoken for itself on that subject. House, 
Senate and conference reports use the illus- 
tration of two men holding the entire stock 
of the corporation, for which each has paid 
$50,000. The corporation, having accumu- 
lated a surplus of $50,000 above its capital, 
buys from its stockholders for cash one half 


of the stock held by them, canceling and 
redeeming that stock.” 


It is obvious from this illustration that 
by canceling and redeeming the stock the 
principals were intending only to vote them- 
selves a dividend, and were trying to use the 
technical framework of a liquidating dividend. 


We shall pass in a moment to those situa- 
tions in which a partial liquidation will not 
be treated as an ordinary dividend, but first 
it is important to recall that the safeguard 
set forth in Section 115 (g) does not apply 
to complete liquidations. Complete liquida- 
tions, if bona fide, are never deemed to be 
guises for distributing dividends. 


Now what types of partial liquidations will 
be deemed to be only capital gains trans- 
actions? When there is a bona fide shrinkage 
or contraction of a business due to economic 


“Redemption of Stock.—If a corporation 
cancels or redeems its stock (whether or not 
such stock was issued as a stock dividend) at 
such time and in such manner as to make the 
distribution and cancellation or redemption in 
whole or in part essentially equivalent to the 
distribution of a taxable dividend, the amount 
so distributed in redemption or cancellation of 
the stock, to the extent that it represents a 
distribution of earnings or profits accumulated 
after February 28, 1913, shall be treated as a 
taxable dividend.’’ 

8H. Rep. No. 1, 69th Congress. 1st Session, 
p. 5: S. Rep. No. 52. 69th Congress, 1st Session, 
p. 15: H. Conference Rep. No. 356, 69th Con- 
gress, Ist Session, p. 30. This illustration was 
given under the Act of 1926, Section 201(g). 44 
Statutes 11, 26 USCA, Internal Revenue Acts. 
p. 147, which in the relevant portions is identical 
with Section 115(g) of the 1932 Act. 


factors beyond the control of the stock- 
holders, a partial liquidation corresponding 
to the contraction or shrinkage will be 
treated as a capital gain or loss transaction 
to the stockholder. 


The following cases were all held to fall 
within this rule: 


Champion Case 


(1) In Commissioner v. Champion [35-2 
ustc J 9484], 78 F. (2d) 513 (CCA-6, 1935), 
a company organized for the original pur- 
pose of manufacturing steel rivets in its 
plant in Cleveland decided to build a plant 
in Pittsburgh for the purpose of manufac- 
turing raw materials. Accordingly, it pur- 
chased a plot of land in Pittsburgh for 
$165,000. Since the additional cost required 
additional investments of capital, the large 
amounts of money were transferred from the 
surplus account of the corporation to its 
capital account, and each of the stockholders 
was issued stock representing the amounts 
transferred to the capital account as stock 
dividends. 


It must be borne in mind at this juncture 
that the surplus, which was to be used to 
construct the new plant, was money derived 
from earnings and profits and, if it had been 
distributed to the stockholders at this point 
in the form of dividends, would be taxable 
as ordinary income, The stock dividend was 
issued in 1922. 


For several years the company met re- 
verses because of competition. Further, 
after a lapse of approximately two years, the 
desirability of,creating a plant for the manu- 
facture of raw materials was erased by the 
availability of the raw materials at lower 
prices. In 1928, after the company had sold 
part of the land previously purchased for the 
Pittsburgh plant, it decided to cancel and 
redeem some $700,000 worth of shares in the 
corporation. (The corporation had originally 
transferred from the surplus account to the 
capital account $1,500,000, upon which it 
issued stock dividends.) 

The Commissioner attempted to assess 
the taxpayer on the proceeds he had re- 
ceived on the cancellation and redemption of 
liquidation at regular income tax rates. On 
appeal, the court held that the amounts re- 
ceived by the taxpayer were taxable only as 
capital gains: 

“There is a reasonable inference that 
shrinkage in its business brought the com- 
pany face to face with the realization that 
its capital was in excess of its needs and to 
that extent unprofitable, and that the in- 
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crease in capitalization had been a mistake. 
Under such circumstances, good business 
judgment might naturally suggest a redemp- 
tion proportionate to the decline in business. 
Redemption under such conditions is not 
essentially equivalent to the distribution of 
a taxable income and may not be treated as 
a taxable dividend under section 115 (g).” 


Heber Scowcroft Case 


(2) In Heber Scowcroft Investment Com- 
pany [CCH Dec. 14,675(M)], 4 TCM 755 
(1945), the taxpayers were stockholders in a 
corporation engaged in the wholesaling of 
drygoods and groceries. The corporation 
then expanded into the manufacturing of 
clothing on the one hand and the actual op- 
eration of retail stores on the other. This 
expansion was undertaken with moneys that 
were part of the corporation’s surplus, the 
surplus having been capitalized by the issue 
of a stock dividend. Some nineteen years 
later, the corporation. found that its manu- 
facturing operations, as well as its retail 
operations, were making serious inroads 
into its over-all profits. Accordingly, it 


decided to dispose of the manufacturing plant- 


and the retail stores and distribute the proceeds 
realized on the sale by redeeming and cancel- 
ing a portion of the outstanding stock. 


The amount of the stock retired was that 
same proportion of stock as the proceeds 
realized upon the liquidation of these specific 
assets bore to the total assets of the cor- 
poration. It is to be noted here also that 
after the nonpaying departments were dis- 
posed of, the profits of the corporation in- 
creased substantially. The Tax Court could 
“not conclude that the redemption of the 
stock was a mere cloak for the distribution 
of earnings,” and held, therefore, that under 
the circumstances the taxpayers would be 
charged only with capital gains taxes. 


Upham Case 


(3) In Samuel A. Upham [CCH Dec. 
14,484], 4 TC 1120 (1945), a paper company 
had increased its capitalization because of its 


large volume of business. Over a long 
period of years, however, this volume de- 
creased, and it became apparent that the 
amount of capital in the company was dis- 
proportionate to the amount of its business. 
Accordingly, part of the stock was canceled 
and redeemed, and a portion of the capital 
was paid over to the stockholders. There 
was no question but that the portion of the 
capital turned over to the stockholders had 
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been put into the capital account from sur- 
plus derived from earnings and profits of 
the past. Said the court: 


“In that situation, there was a realization 
on the part of the officers and directors of 
the corporation that its capital was in excess 
of its needs, and to that extent unprofitable. 
We cannot say, under the circumstances, 
that the decision of the corporation to retire 
part of its stock was unreasonable. Redemp- 
tion under such conditions is not essentially 
equivalent to the distribution of a taxable 


dividend within the meaning of section 
115 (g).” 


Babson Case 


(4) In Commissioner v. Babson [1934 CCH 
J 9229], 70 F. (2d) 304 (CCA-7, 1934), cert. 
den. 293 U. S. 571, a corporation engaged in 
selling phonographs by mail order, upon de- 
ciding to branch into other fields, removed 
capital from its surplus account into its 
capital account and issued stock thereon. 
The business expansion proved unprofitable 
and was abandoned; and a portion of the 
capital stock, which had been issued out of 
the surplus account and transferred to 
capital, was canceled and redeemed. This 
was held to be a capital gain transaction. 


Other cases in accord with this are Fuhlage 
[CCH Dec. 8905], 32 BTA 222, appeal dis- 
missed 79 F. (2d) 998; Lembeke [CCH Dec. 
9170], 33 BTA 700; Bona Allen, Jr. [CCH 
Dec. 10,980], 41 BTA 206. Contra: Dunton v. 
Clauson [46-2 ustc J 9354], 67 F. Supp. 839 
(DC Me., 1946). 


In all of the above cases, the proportionate 
holdings of all the stockholders of the cor- 
poration were identical or substantially 
similar both before and after the partial 
liquidation. 


Quackenbos Case 


Actually, Commissioner v. Quackenbos [35-2 
ustc J 9442], 78 F. (2d) 156 (CCA-2, 1935), 
is also in accord with the above. In 1922, 
the corporation increased its capital by de- 
claring a stock dividend to capitalize an ac- 
cumulated surplus from earnings and profits 
of $1,300,000. The additional capital was 
required for greatly increased inventories 
and plant facilities. During the period from 
1922 to 1930, the corporation’s earnings de- 
clined materially, and it was determined to 
reduce the capital some $400,000 by a re- 
demption of stock. The Commissioner ac- 
claimed that this $400,000 redemption was a 
distribution of dividends and taxable on the 
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ordinary income. The court, rejecting the 
Commissioner’s contention, treated this re- 
demption and distribution as a capital gain 
transaction: 


“Both the increase and the subsequent de- 
crease [in capital] were . . . made in the 
course of business and to meet legitimate 
corporate needs.” 


What the court did in the Quackenbos 
case is, therefore, plainly in line with the 
general decisions in the field. What the 
court said in that case, however, intimated a 
rule broader than that enunciated in other 
cases: that if the surplus was capitalized in 
good faith, any subsequent liquidation of 
that surplus would not be considered a 
dividend.” 


Our purpose in treating the Quackenbos 
case separately here is that for some strange 
reason Judge Learned Hand feels that it has 
been overruled, first by a Supreme Court 
decision (which we will discuss later in its 
proper sphere),” and second by his own 
decision in Kirschenbaum v. Commissioner.® 


We shall see, however, that what the 
courts actually did in both cases is totally 
consistent with the general rule. In the 
Kirschenbaum case there was no shrinkage 
or contraction of the corporation due to 
economic factors beyond the control of the 
stockholders shown. All that the record 
reveals is that the stockholders continued 
to pile up surpluses, which were continu- 
ously capitalized, and that within one year 
after the last capitalization of surplus by 
the issuance of 280 shares as stock dividends 
to each stockholder, the corporation decided 
to redeem 166% shares of each stockholder. 
This was held to be a dividend distribution, 
and rightfully so, because the case falls 
squarely within the illustration given by 
Congress when Section 115 (g) was made 
law. 


Of course, no “shrinkage” or “contrac- 
tion” of a corporation can result where no 
true expansion has occurred in the first place. 
A case which clearly shows the boundaries 
of the general rule is McGuire v. Commis- 
stoner [36-2 ustc J 9338], 84 F. (2d) 431 
(CCA-7, 1936). Surpluses were set aside and 
put in capital account for proposed expansion, 
but no actual expansion ever was undertaken. 


4 This enlarged rule was an abnormal off- 
shoot mothered by the Second Circuit in Patty 
v. Helvering [38-1 ustc § 9446]. 98 F. (2d) 717. 
The Patty case is not good law today since it 
was unquestionably reversed by what the court 
did in the Kirschenbaum case. 

% Bedford v. Commissioner, supra, footnote 2. 

16 Supra, footnote 2. 
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Later the surplus was syphoned off by can- 
cellation and redemption of part of the shares 
of the stockholders. Since no true shrinkage 
or contraction occurred (no expansion hav- 
ing occurred in the first instance), the re- 
demption was held, properly, to be a dividend. 


There are, of course, a large number of 
decisions demonstrating that where there is 
no true contraction or shrinkage, partial 
liquidation amounts to the declaration of a 
dividend,” taxable as ordinary income to 
the stockholders. 


There can be no possible support for the 
theory, advanced by some accountants and 
lawyers, to the effect that the partial liqui- 
dation must be part and parcel of a plan 
of complete liquidation in order to come 
within the provisions of Section 115 (c) and 
to be treated as a capital gains transaction. 
The section itself is so clear in its reference 
alternatively to complete or partial liquida- 
tion, and the Commissioner’s regulations 
are likewise so clear,“ that no room for 
doubt exists.” The conception that partial 
liquidations must be part of a plan of total 
liquidation was briefly toyed with in Rhein- 
strom v. Commissioner [42-1 ustc J 9279], 
125 F. (2d) 790 (CCA-6, 1942), but neither 
that case nor the two cases cited by it” 
are holdings to that effect. 


Reorganizations 
and Recapitalizations 


The provisions of the Internal Revenue 
Code with reference to reorganizations 
somewhat closely parallel those with respect 
to partial liquidations insofar as charging 
stockholders as having received dividends is 
concerned. 


1” Hyman v. Helvering [1934 CCH { 9280], 71 
F. (2d) 342 (CA of DC); William T. Brown v. 
Commissioner [35-2 ustc ] 9526], 79 F. (2d) 73 
(CCA-3): Annie Watts Hill v. Commissioner [3 
ustc § 1127]. 66 F. (2d) 45 (CCA-4); Robinson v. 
Commissioner [4 vustc { 1263], 69 F. (2d) 972 
(CCA-5); Virgil P. Randolph, Jr. et al., Trustees 
v. Commissioner [35-1 ustc { 9169], 76 F. (2d) 
472 (CCA-8); Pullman, Inc. [CCH Dec. 15,596], 
8 TC 292: A. J. Long [CCH Dec. 14,265], 5 TC 
327; Kirschenbaum v. Commissioner, supra, foot- 
note 2; Flanagan v. Helvering [40-2 ustc { 9710], 
116 F. (2d) 937 (CA of DC): DeNobili Cigar 
Company v. Commissioner [44-2 ustc f 9371], 
143 F. (2d) 436 (CCA-2): Goldstein v. Commis- 
sioner [40-2 ustc J 9513], 113 F. (2d) 363 (CCA-7); 
Fostoria Glass Company v. Yoke, supra, footnote 
2: Hirsch v. Commissioner [41-2 ustc { 9782], 
124 F. (2d) 24 (CCA-9). 

18 Regulations 111, Section 29.115-5. 

See also Commissioner v. Quackenbos, 
supra; Commissioner v. Babson, supra. 

2 Tate v. Commissioner [38-2 ustc ¥ 9423], 97 
F. (2d) 658: Tantle v. Commissioner [3 ust 
927], 58 F. (2d) 576. 
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First, Section 112 sets forth various cri- 
teria as to what will constitute a nontaxable 
reorganization, i. e., nontaxable in any way, 
as either a dividend or a capital gain. Then 
the section describes what types of reorgan- 
ization will result in taxes. Like Section 
115 (c), Section 112 (c) (1) indicates that 
if money is actually received by stockhold- 
ers in addition to other stock in reorganiza- 
tion, a capital gain ordinarily results to the 
stockholders receiving the money,” and is 
taxable as such. But, like Section 115 (g), 
Section 112 has a clause which provides that 
if the money received is “in effect” a distri- 
bution of a dividend, it will be taxed as 
regular income.” 


Thus, the same problem is met in Section 
112 as in Section 115: When will a distri- 
bution be deemed a dividend taxable as 
ordinary income, and when will it be deemed 
a capital gain? 


But in Section 112 we do not have the 
implication, as we do in Section 115, that some 
distributions of earnings and profits accu- 
mulated in the past will be deemed to be 
capital gains transactions. When we dis- 


cussed capital “gains” resulting from partial. 


liquidations under Section 115, the word 
“sain” could be taken only as distribution 
of accumulated earnings and profits, since 
in a partial liquidation there can be no capi- 
tal gain on the liquidation of stock unless 
the corporation has earned profits which en- 
hance the trade-in value of the shares. We 
saw sentences in Section 115, as well as 
statements of the Commissioner himself, 
which necessarily confirmed this conclusion. 


*1 Section 112(c): ‘‘Gain from Exchanges Not 
Solely in Kind.—(1) If an exchange would be 
within the provisions of subsection (b) (1), (2). 
(3) or (5) of this section if it were not for the 
fact that the property received in exchange con- 
sists not only of property permitted by such 
paragraph to be received without the recognition 
of gain, but also of other property or money, 
then the gain, if any, to the recipient shall be 
recognized, but in an amount not in excess of 
the sum of such money and the fair market 
value of such other property.’’ 

“Or other property. 


°° The capital gain cannot exceed the amount 
of the money received. 


** Section 112(c)(2): ‘If a distribution made 
in pursuance of a plan of reorganization is with- 
in the provisions of paragraph (1) of this sub- 
section but has the effect of the distribution of a 
taxable dividend, then there shall be taxed as a 
dividend to each distributee such an amount of 
the gain recognized under paragraph (1) as is 
not in excess of his ratable share of the undis- 
tributed earnings and profits of the corporation 
accumulated after February 28, 1913. The re- 
mainder, if any, of the gain recognized under 
Paragraph (1) shall be taxed as a gain from 
the exchange of property.’’ (Italics supplied.) 


Distributions in Liquidations 


Section 112 Distinguished 


There is no such equivalent inescapable 
conclusion in Section 112. One can well 
see how a capital gain might inure to a par- 
ticipant stockholder in a reorganization not 
involving distribution of earnings and profits. 
If the representative of the stockholders in 
Corporation A is a good bargaining agent 
and gets a valuable deal in a reorganization 
with Corporation B for the stockholders of 
Corporation A, so that they come out with 
a gain, such a gain would not come out of 
the earnings and profits of Corporation A. 
If we assume that at the time of reorgan- 
ization Corporation B likewise had no accu- 
mulated earnings, such a distribution could 
not come out of earnings of Corporation B, 
either.* To recapitulate, then: The use of 
the word “gain” in Section 112 does not 
necessarily imply distribution of earnings 
and profits. The use of the word “gain” 
in Section 115 does necessarily imply distri- 
bution of earnings and profits. 


This background is important. It contains 
the reason that we are more apt to find 
decisions holding distributions of accumu- 
lated earnings in reorganizations under Sec- 
tion 112 to be ordinary taxable dividends, 
than we are to find such decisions under 
Section 115.” 


While the United States Supreme Court 
has ruled on three cases demonstrating the 
type of situations that will be deemed to be 
distributions of dividends,” none of these 
cases involves a bona fide shrinkage or con- 


% Under the rule enunciated in Sansome v. 
Commissioner [3 vstc {§ 978]. 60 F. (2d) 931 
(CCA-2, 1932), cert. den. 287 U. S. 667, recently 
reaffirmed by the Supreme Court in Commis- 
sioner v. Munter [47-1 ustc 7 9241], 331 U. S. 210 
(1947), earnings and profits accumulated prior 
to a reorganization by the corporations reor- 
ganized or merged are followed through to the 
new corporation which results from the reorgani- 
zation or merger. One has to be constantly on 
the lookout for such an occurrence because the 
distribution of such earnings will usually result 
in a taxable dividend. 

26It is interesting to note, in addition to the 
other language in Section 115, the fact that 
115(g) treats partial redemption of stock as a 
dividend to stockholders taxable as ordinary in- 
come only if it occurs ‘‘at such time and in such 
manner” as to make the redemption equivalent 
to a dividend. Section 112 contains no equiva- 
lent language. It says merely that if a distri- 
bution has the ‘‘effect’’ of a dividend, it shall 
be deemed a dividend. 


21 Commissioner v. Bedford, supra, footnote 2; 
Bazley v. Commissioner [47-1 ustc { 9288], 331 
U. S. 737 (1947); Adams v. Commissioner, ibid. 
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traction of business which would dictate the 
distributions involved.” 


The language of the Supreme Court, how- 
ever, is very broad, and would seem to 
indicate that any money received in a reor- 
ganization which is traceable to earnings 
will be charged as a dividend.” 


%In the Bedford case, a corporation had 
transferred large earnings from its surplus ac- 
count to its capital account and issued stock 
dividends thereon. This left an actual deficit 
in its surplus account. Because of this deficit, 
the company was unable, under the state law, 
to pay dividends in 1937, although it had sub- 
stantial earnings during that period. The cor- 
poration thereupon proposed a recapitalization, 
in which preferred shareholders received in ex- 
change for their shares, (1) new preferred stock 
of lesser par value, (2) new common stock and 
(3) cash. The question was whether the cash 
should be treated as capital gain or a dividend 
under the provisions of Section 112. There was 
no question that the cash came out of the earn- 
ings which had previously been capitalized. The 
Court said: ‘‘That cash therefore came out of 
earnings and profits and such a distribution 
would normally be considered a taxable divi- 
dend. See Section 115(a), Internal Revenue 
Act.”’ 

In the Bazley case, a closely owned corpora- 
tion went through the form of a “‘recapitaliza- 
tion.’’ It exchanged old preferred stock for 
new preferred stock of lesser par value and 
debentures, which later were approximately 
equal to the earned surplus of the corporation. 
These debentures were callable at the will of 
the corporation. Since the corporation was 
closely held, the Court said that this in effect 
meant callable at the will of the stockholders. 
The Court held that this was not a ‘‘recapitaliza- 
tion’’ of the type meant to be covered by Section 
112; that in effect it was a distribution of a 
dividend, and therefore taxable under Section 
115(a). 


The Adams case involved facts closely similar 
to those in the Bazley case. 

* The result is the same where the reorgani- 
zation is effected by the exchange of stock of 
one corporation for stock of another corpora- 


Here we must return for a look at the 
decision of Judge Learned Hand in the 
Kirschenbaum case. Knowing as much as 
we do about Section 112, and knowing as 
much as we do about what the courts did 
under Section 115, isn’t it most illogical to 
state that the Bedford case, decided under 
Section 112 and involving no bona fide 
shrinkage or contraction, overruled such cases 
as Ouackenbos, decided under Section 115 and 
involving a bona fide shrinkage and con- 
traction? 


It is apparent from the above that when 
in a given situation a choice of complete 
liquidation, partial liquidation or reorganiza- 
tion is presented, and. dividend consequences 
are feared, the most desirable tack is complete 
liquidation; the next most desirable is par- 
tial liquidation (which will do no good un- 
less there is a shrinkage or contraction of 
the business due to economic factors beyond 
the control of the stockholders). The least 
desirable of all is reorganization or recap- 
italization under Section 112, since under 
this section it would seem that any distri- 
bution of accumulated earnings or profits 
will be deemed a dividend taxable as ordi- 
nary income. [The End] 


tion. Commissioner v. Owens [4 ustc { 1251], 
69 F. (2d) 597 (CCA-5): Commissioner v. Forhan 
Realty Corporation [35-1 ustc 9119], 75 F. 
(2d) 268 (CCA-2); Rose v. Little Investment 
Company [36-2 ustc 19489], 86 F. (2d) 50 
(CCA-5); Love v. Commissioner [40-2 ustc 
7 9548], 113 F. (2d) 236 (CCA-3) (This case 
should be noted carefully because the transaction 
was deemed a reorganization even though the 
old corporation completely dissolved. The ele- 
ment which led the court to treat the transac- 
tion as a reorganization was the fact that the 
old corporation, prior to its dissolution, ob- 
tained stock from the new corporation in ex- 
change for its assets): Campbell v. U. 8S. [44-2 
ustc { 9438], 144 F. (2d) 117 (CCA-3). 


<_<? 


STATE TAX-REDUCING MEASURES 


California has extended for another year certain tax reduction 
measures: the fifteen per cent credit against the bank and corporation 
franchise tax, the similar credit against the corporation income tax and 
the reduced rates for the personal income tax. 


New York has continued for another year the fifty per cent reduc- 
tion applicable to the personal income and net capital gains taxes. 
This is not quite a fifty per cent reduction because of the new ten 
per cent veterans’ bonus tax. The net reduction is forty per cent. 
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PARTNERSHIP INCORPORATION 


By 


ROBERT C. CROSS 


THE AUTHOR, A CHICAGO ATTORNEY, ANALYZES AND EX- 
PLAINS SOME OF THE BASIC TERMS IN CODE SECTION 112 (b) (5) 


T IS POSSIBLE, under the provisions 
of the Internal Revenue Code, to trans- 


fer appreciated partnership assets to a newly © 


formed corporation in return for its cor- 
porate stock, or its corporate stock and 
securities, without the recognition of gain 
and, conversely, where the assets have de- 
preciated, without the recognition of loss. 
However, it may appear advisable to the 
partners in the former case to pay a tax 
in order that the corporation may secure a 
higher basis for the partnership assets, and 
in the latter case to make use of other Code 
provisions allowing capital losses from one 
source to offset capital gains from another. 


When a tax-free exchange is desired, 
conformity must be had with Section 112 
(b) (5) of the Code conjointly with its 
satellite sections.’ Section 112 (b) (5) 
reads as follows: 


“Transfer to Corporation Controlled by 
Transferor.—No gain or loss shall be rec- 
ognized if property is transferred to a cor- 
poration by one or more persons solely in 
exchange for stock or securities in such 
corporation, and immediately after the ex- 
change such person or persons are in con- 
trol of the corporation; but in the case 
of an exchange by two or more persons 
this paragraph shall apply only if the 
amount of the stock and securities re- 
ceived by each is substantially in proportion 
to his interest in the property prior to the 
exchange. Where the transferee assumes a 
liability of a transferor, or where the prop- 


Partnership Incorporation 


erty of a transferor is transferred subject 
to a liability, then for the purpose only of 
determining whether the amount of stock 
or securities received by each of the trans- 
ferors is in the proportion required by this 
paragraph, the amount of such liability (if 
under subsection (k) it is not to be consid- 
ered as ‘other property or money’) shall 
be considered as stock or securities re- 
ceived by such transferor.” 


To understand this section correctly, it 
is necessary to be cognizant of the accepted 
meanings of its basic terms: 


(a) “Property.” This word has been 
held to include “cash”? and “services.” * 
However, it may not be desirable to trans- 
fer cash or investments to the corporation 
in view of Section 102 of the Code, which 
penalizes corporations attempting to build 
up cash reserves without distributing prof- 
its. More cash than is required or an un- 
due amount of outside investments is an 
almost sure invitation for Bureau investi- 
gation. (See Lasser, Business Tax Guide, 
1947, p. 48.) 


(b) “Persons.” This term, subsequently 
defined in the Code, includes individuals, 
trusts or estates, partnerships and corpo- 


1 Sections 112(c)(1), 112(e), 112(h) and 112(k). 

2 Portland Oil Company v. Commissioner [40-1 
ustc J 9234], 109 F. (2d) 479 (CCA-1, 1940), cert. 
den. 310 U. S. 650 (1940); G. C. M. 24415, 1944 
CB 219. 

3 Columbia Oil & Gas Company [CCH Dec. 
10,954], 41 BTA 38 (1940); aff'd [41-1 ustc § 9333] 
118 F. (2d) 459 (CCA-5, 1941). 
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rations.* Since corporations are eligible to 
receive the benefits of this section, it may 
be asked, by way of pertinent digression, 
when they would be likely to apply for 
them. If it appears to the directors that 
their corporation may earn more than 
$25,000 a year, it would be wise, all else 
being equal, to have the corporation trans- 
fer some of its important income-producing 
properties to one or more new corporations 
in return for stock or securities, in order 
that the higher taxes commencing at the 
$25,000 level may be avoided. A tax-free 
transfer helps make this transaction highly 
attractive. 


‘Stock or Securities”’ 


(c) “Stock or securities.” This is con- 
ceivably the most important term in the 
section. Although the statute uses the con- 
junction “or,” it seems settled that this 
word denotes both the conjunctive and the 
disjunctive, and that the singular includes 
the plural. Thus, “stock or securities” may 
be read “stock and securities.”*° Further, 
although neither the Code nor the Regula- 
tions define the term “securities” as used 
generally throughout Section 112, the Com- 
missioner has treated debenture notes as 
“securities” without detaining their form 
or mode of issuance.® Although promis- 
sory notes are not securities,” no case 
clearly states at what point short-term obli- 
gations may become other than “securi- 
ties.” In Helvering v. Watts’ seven-year 
bonds were held “securities,” and a General 
Counsel’s Memorandum has stated that de- 
benture notes payable three months after 
issue, which were a first charge on the prop- 
erty of the issuing corporation, were “se- 
curities.”*® This last citation, however, its 
slim authority, and must be recognized as 
such. The recommended course is to have 
the obligations of the newly formed cor- 
poration in corporate debenture form, with 
a due date not less than seven years from 
date of issue. 


Cash does not come within the phrase; 
nor does “other property and money” as 
provided by Section 112 (c) (1).% But the 


* See Section 3797. 

’ Regulations 111, Section 29.112(g) (2). 

6G. C. M. 3291, VII-1 CB 203. 

7 Pinellas Ice & Cold Storage Company v. Com- 
missioner [3 ustc § 1023], 287 U. S. 462 (1932). 

8 [36-1 ustc 7 9016] 296 U. S. 387 (1935). 

*G. C. M. 3291, supra. 


1 Section 112(c)(1) reads as follows: ‘‘(1) If 
an exchange would be within the provisions of 
subsection (b)(1), (2), or (5), or within the 
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term “solely” does not mean that if some- 
thing other than stock or securities is re- 
ceived, the entire transaction is to be held 
taxable. Rather, if something besides “stock 
or securities” is received, “the exchange will 
be nontaxable to the extent that stock or 
securities are received, and taxable to the 
extent that something else is received (ex- 
cept that if the ‘something else’ is the as- 
sumption of, or the taking subject to, a 
liability, it may be nontaxable under Sec- 
tion 112 (k).”™ Further, if something be- 
sides “stock or securities” is received, no 
loss from the exchange will be recognized 
in accordance with the mandate set forth 
in Section 112 (e). At first, the assumption 
of a liability by the new corporation was 
held to be “other property” within the 
meaning of Section 112 (c) (1), resulting, 
in the appropriate case, in a gain to the 
transferor-taxpayer.” Congress then modi- 
fied this view by Section 112 (k) of the 
Code," which treats the amount of the in- 
debtedness assumed as in effect a mere 
reduction in the amount of the property 
transferred. Problems may still arise, how- 
ever, in some situations where a liability is 
assumed. As there is a paucity of cases on 
the point, situations may only be conjec- 
tured. 


The typical nontaxable transaction would 
occur where the taxpayer transferred prop- 


provisions of subsection (1), of this section if it 
were not for the fact that the property received 
in exchange consists not only of property per- 
mitted by such paragraph or by subsection (1) 
to be received without the recognition of gain, 
but also of other property or money, then the 
gain, if any, to the recipient shall be recognized, 
but in an amount not in excess of the sum of 
such money and the fair market value of such 
other property.”’ 


11 Halperin, ‘‘Issuance of Obligations Upon In- 
corporation,’’ TAXES—The Tax Magazine, May, 
1947, pp. 450, 451. An example explanatory of 
Section 112(c)(1), as it relates to Section 112(b) 
(5), is given as follows in Regulations 111, Sec- 
tion 29.112(c) (1): 


“‘A, who is not a dealer in real estate, in 1942 
exchanges real estate, which he purchased (for 
investment) in 1921 for $5,000, for other real 
estate (to be held for productive use in trade 
or business) which has a fair market value of 
$6,000, and he receives in addition $2,000 in cash. 
The gain from the transaction is $3,000, but is 
recognized only to the extent of the cash re- 
ceived of $2,000.’’ 


2U,. S. v. Hendler [38-1 ustc § 9215], 303 U. S. 
564 (1938). 


13 *‘Assumption of Liability Not Recognized.— 
Where upon an exchange the taxpayer receives 
as part of the consideration property which 
would be permitted by subsection (b) (4), (5), 
or (10) of this section to be received without 
the recognition of gain if it were the sole con- 
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erty purchased for $1,000,000 ($50,000 cash 
plus a purchase money mortgage for the 
rest) to a new corporation in exchange for 
its stock and an assumption of the mort- 
eage. What of the cases, however, where 
the transferor takes a second mortgage in 
place of all but $500 of the stock; or where, 
under the same facts, the fair market value 
of the property is $1,100,000; or where, with 
cost and market at $1,000,000 and a $50,000 
net equity, the transferor, shortly before 
the incorporation, obtains a second mort- 
gage for $49,000 and the new corporation 
then assumes both mortgages and issues 
stock of $500? If the taxpayer carries the 
burden of proof, under Section 112 (k), as 
to his honest intentions, these situations 
also would “appear” to be nontaxable.” 
Where the original cost is $1,000,000 but 
the fair market value is $1,100,000, and the 
transferor, whose net equity is only $50,000, 
obtains a mortgage of $100,000 just prior 
to the incorporation, the exchange of the 
property for the stock and assumption of 
both mortgages would “appear” to be tax- 
able. This conclusion seems justified since 


“the $100,000 second mortgage money has - 


been pocketed by the taxpayer. At the time 
he received it, he paid no tax; yet, in prac- 
tical effect, he has recovered not only his 
cost but a part of the appreciation in value 
of the property, something which he could 
not have otherwise done except by sale.” ” 


sideration, and as part of the consideration 
another party to the exchange assumes a lia- 
bility of the taxpayer or acquires from the tax- 
payer property subject to a liability, such 
assumption or acquisition shall not be considered 
as ‘other property or money’ received by the 
taxpayer within the meaning of subsection (c), 
(d), or (e) of this section and shall not prevent 
the exchange from being within the provisions 
of subsection (b) (4), (5) or (10); except that 
if, taking into consideration the nature of the 
liability and the circumstances in the light of 
which the arrangement for the assumption or 
acquisition was made, it appears that the prin- 
cipal purpose of the taxpayer with respect to 
the assumption or acquisition was a purpose to 
avoid Federal income tax on the exchange, or, 
if not such purpose, was not a bona fide busi- 
ness purpose, such assumption or acquisition 
(in the amount of the liability) shall, for the 
purpose of this section, be considered as money 
received by the taxpayer upon the exchange. 
In any suit or proceeding where the burden is 
on the taxpayer to prove that such assumption 
or acquisition is not to be considered as money 
received by the taxpayer, such burden shall not 
be considered as sustained unless the taxpayer 
sustains such burden by the clear preponderance 
of the evidence."’ 


1* Halperin, op. cit., p. 453 et seq. 
% Tbid., p. 456. 


Partnership Incorporation 


Variation upon variation could be set forth, but 
the above fact situations point up the problem.” 


‘Immediately After Exchange”’ 


(d) “Immediately after the exchange.” 
In explanation of this phrase, Regulations 
111, Section 29.112 (b) (5)-1, state that 
it “does not necessarily require simultane- 
ous exchanges . . . but comprehends a sit- 
uation where the rights of the parties have 
been previously defined and the execution 
of the agreement proceeds with an expedi- 
tion consistent with orderly procedure.” In 
the case of Haseltine Corporation™ it was 
held that the criterion was whether the sub- 
sequent disposition of the stock was the 
result of an independent contract or in 
fulfillment of the contract which gave rise 
to the new corporation. If the former situation 
prevails, Section 112 (b) (5) is applicable. 


“Control” 


(e) “Control.” Section 112 (h) defines 
the word to mean “the ownership of stock 
possessing at least 80 per centum of the 
total combined voting power of all classes 
of stock entitled to vote and at least 80 


per centum of the total number of shares 
of all other classes of stock of the corpo- 


ration.” This does not mean, however, that 
the original owners must remain indefinitely 
in control after the exchange.” The ex- 


"In any discussion on liability assumption, 
notice must be taken of Mr. Lasser’s observa- 
tions: 

“If you incorporate a partnership keep the 
partnership alive. Do this to pay off contingent 
or contested liabilities such as damage claims for 
accidents. All assets, except assets sufficient to 
pay the claims, may be transferred to the new 
corporation. All other liabilities may be as- 
sumed by it. If the new corporation pays these 
contingent or contested liabilities they must be 
capitalized. Then neither the old partnership 
nor the new corporation has the benefit of a tax 
deduction. If this suggestion is followed the 
partners will get the benefit of the deductions. 


“If you incorporate a cash basis business pay 
off all liabilities first, or have the new corporate 
business retain enough assets to pay them. Thus 
you get the benefit of the deductions. If these 
liabilities are paid later by the corporation they 
must be capitalized. A deduction now is worth 
much more than a present capitalization. Then 
you only have the possibility of some future 
tax benefit.’’—Lasser, op. cit., p. 47. 


17[CCH Dec. 8891] 32 BTA 110 (1936): aff'd 
on this issue [37-1 ustc 7 9219] 89 F. (2d) 513 
(CCA-3, 1937). 


18 Samuel Insull, Jr. [CCH Dec. 8883], 32 BTA 
47 (1935): American Compress & Warehouse 
Company v. Bender [4 ustc { 1283], 70 F. (2d) 
655 (CCA-5, 1934). 
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change may be consummated by three pos- 
sible procedures: The partnership, as such, 
may transfer the assets to the corporation 
in return for the stock or securities. Or, 
after first dissolving the partnership and 
receiving its assets, the partners may trans- 
fer the assets to the corporation in return 
for the stock or securities. Since the same 
persons are in control of the corporation 
after the exchange, both transactions are 
clearly within Section 112 (b) (5)2* The 
third method outwardly seems to present 
a more difficult problem, i.e., where the 
partnership transfers its assets to the cor- 
poration for its stock, after which transfer 
it dissolves and the corporation issues its 
stock directly to the partners as individuals. 
Is the “person” making the transfer in con- 
trol? The answer here is also in the affirm- 
ative, the Bureau and the Tax Court taking the 
view that substance should prevail over form.” 


‘Substantial Proportion’ Provision 


(f) “The amount of the stock and the 
securities received by each .. . [must be] 
substantially in proportion to his interest 
in the property prior to the exchange.” 
Since a partnership is treated as a person 
under the Code™ an incorporation of a 
partnership under Section 112 (b) (5) would 
involve a transfer by only one person; 
hence, the “substantial proportion” provi- 
sion need not be considered. This, of 
course, is true only if the partners do not 
take directly, in which case more than one 
“person” is involved. If a direct transfer 
to the partners is desired, it is necessary 
neither that the voting control of the new 
corporation be vested in the partners in 
proportion to their proprietary interests 
prior to the exchange, nor that each receive 
a proportionate share of each type of secu- 
rity issued; it is necessary only that the 
proportion be maintained with respect to 
the aggregate values of the securities re- 
ceived.” Where each partner's capital account 
and his share of the profits do not corre- 
spond, a more ticklish problem is presented. 
In this situation, it has been suggested that 
the partners’ capital accounts be brought 


% As regards the second method, the basis 
of each asset to the partners may be changed, 
however, since the basis in the case of the part- 
nership is not the same as in the hands of the 
partners. 


2 Schmieg, Hungate &€ Kotzian, Inc. [CCH 
Dec. 7860], 27 BTA 337 (1932). 

21 See supra, footnote 4. 

2 Fink, ‘‘Exchanging Property for Stock.” 
TAXES—The Tax Magazine, November, 1946, 


pp. 1069, 1073. Footnote 29 on page 1073 lists 
imposing authority. 


“in line with their profit interests by with- 
drawals prior to the incorporation.” * 


‘Business Purpose” 


(g) The last problem arising under this 
section has to do with the necessity of a 
“business purpose” underlying the exchange. 
This requirement has been clearly set forth 
in Section 112 (k) and has been added by 
the Supreme Court as applicable to Section 
112 (g).* Although no case is directly in 
point, the decision of the Circuit Court in 
Electrical Securities Corporation v. Commis- 
stoner® comes as close as any. Here, a 
transaction was attacked, in the alternative, 
under Sections 112 (b) (5) and 112 (g). 
While the court held a “business purpose” 
lacking under Section 112 (g), most of what 
it said was also pertinent to Section 112 
(b) (5). 

Always to be kept in mind when dealing 
with Section 112 (b) (5), is Section 29.112 
(b) (5)-3 of Regulations 111, concerning the 
records to be kept and the information to 
be filed when the taxpayer seeks to take 
advantage of the beneficial provisions of 
the section.” 


When it appears advantageous for the 
partners to pay a tax in order that the 
new corporation may obtain a higher basis 
for the partnership assets, consideration 
must be given to the provisions of Section 
113 (a) (8) of the Code: 


23 Levy, ‘‘The Incorporation of Partnerships,” 
ibid., January, 1947, pp. 43, 46. 


24 Gregory v. Helvering [35-1 ustc 7 9043], 293 
U. S. 465 (1935). 


% [37-2 usrc 9529] 92 F. (2d) 593 (CCA-2, 
1937). 


26 ‘‘Records to be Kept and Information to be 
Filed.—Every person who receives the stock or 
securities of a controlled corporation for prop- 
erty under section 112(b)(5) shall file with his 
income tax return for the taxable year in which 
the exchange takes place a complete statement 
of all facts pertinent to the nonrecognition of 
gain or loss upon such exchange, including— 


‘*(1) A description of the property transferred, 
or of his interest in such property, together 
with a statement of the cost or other basis there- 
of, adjusted to the date of the transfer, and 


(2) A statement of the amount of stock or 
securities and other property or money re- 
ceived in the exchange, including any liabilities 
of the taxpayer assumed by the controlled cor- 
poration. The amount of each kind of stock or 
securities and other property received shall be 
set forth at its fair market value at the date 
of the exchange. 


‘‘Every such controlled corporation shall file 
with its income tax return for the taxable year 
in which the exchange takes place: 

(1) A full description of all property received 
from the tranef°rors. together with a statement 
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METHOD OF ORGANIZING THE NEW 
CORPORATION 


The securities are distributed to the part- 
ners in proportions which are not similar 
to their partnership interests. 


Some of the securities are sold for cash 
to outsiders. Then in exchange for the 
partnership assets some of this cash is paid 
to one partner. The securities are paid to 
the other partners. 


The partners pay cash for the corpora- 
tion’s securities. The corporation then buys 
the partnership assets for cash at market value. 


The partners receive other property or 
cash in addition to securities. Otherwise 
the exchange complies fully with the rules 
for making the exchange tax free. 


“Property Acquired by Issuance of Stock 
or as Paid-in Surplus.—If the property was 
acquired after December 31, 1920, by a 
corporation— 


“(A) by the issuance of its stock or se- 
curities in connection with a transaction 


described in section 112 (b) (5) (including, 
also, cases where part of the consideration 
for the transfer of such property to the 
corporation was property or money, in ad- 
dition to such stock or securities), or 


“(B) as paid-in surplus or as a contribu- 
tion to capital, 


then the basis shall be the same as it would 
be in the hands of the transferor, increased 
in the amount of gain or decreased in the 
amount of loss recognized to the trans- 
feror upon such transfer under the law ap- 
plicable to the year in which the transfer 
was made.” 


of the cost or other basis thereof in the hands 
of the transferors adjusted to the date of the 
transfer, and 

“(2) A statement of the amount of stock or 
securities and other property or money which 
passed to the transferors in the transaction 
(including any liabilities assumed by such con- 
trolled corporation), together with a full 
Statement of the amount of the issued and out- 
Standing stock and securities of such controlled 
corporation immediately after the exchange and 
of the ownership of each transferor of each 
class of stock of such controlled corporation im- 
mediately after the exchange (showing as to 
each class the number of shares and percentage 
owned and the voting power of each share). 

“‘Permanent records in substantial form shall 
be kept by every taxpayer who participates in 


Partnership Incorporation 


WHat Happens TO PARTNERS’ GAIN 
AND TO BAsIs 


(assuming that the market value of the 
assets is higher than the cost to the part- 
nership) 


The partners report the full gain. The 
corporation takes market value as basis. 


The partners report a gain; the corpora- 
tion increases the basis by this gain, i.e., to 
market value, or its cost. 


The partners report the full gain; the 
corporation uses cash paid as basis. 


The partners report a gain. It is limited 
to the sum of the money and the market 
value of the other property. The corpora- 
tion increases the basis of the assets. It 
does so by adding the amount of gain 
recognized to their cost to the partnership. 


Mr. Lasser suggests four ways of obtain- 
ing a stepped-up basis under the provisions 


- of the above section.” (See above.) 


These methods may not be exhaustive, 
but they should serve the majority of pur- 
poses. 


In the majority of cases it will probably 
be sought to utilize the beneficial provi- 
sions of Section 112 (b) (5) rather than 
pay a tax on the transfer of appreciated 
assets. It must be remembered, however, 
that appreciated assets may not escape tax- 
ation permanently merely because of this 
section. The exchange and basis provisions 
of the Code accomplish only the following 
as far as the taxpayer is concerned: 


1. They postpone the determination and 
recognition of gain and loss, in the cases 
of the designated exchanges from the time 
the exchange is made, until a subsequent 
disposal of the securities or property. 


2. They impose on the transferee a pos- 
sible liability for a tax upon any apprecia- 
tion which may have accrued in the hands 
of the transferor prior to the transfer.* 


[The End] 


a tax-free exchange under section 112(b)(5) 
showing the cost or other basis in his hands of 
the transferred property, and of the amount 
of stock or securities and other property or 
money received, in order to facilitate the deter- 
mination of gain or loss from a subsequent 
disposition of such stock or securities and other 
property received in the exchange.”’ 

27 Op. cit., p. 47. 

See Magill, 


Taxable Income (New York, 
1945), p. 168. 
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Capital Replacement, 


Depreciation and Taxes 


By MORRIS BECK 


INSTRUCTOR OF ECONOMICS, BROOKLYN COLLEGE 


NE of the problems facing business 

concerns as a result of the general rise 
in prices is that of making adequate pro- 
vision for the replacement of depreciating 
capital assets. The traditional method of 
accounting for such assets has been to carry 
them on the books at cost value and to 
distribute that cost over the useful life 
of the assets. Because of the rise in the 
price of capital equipment, a number of 
firms have deviated in recent months from 
the historical method of computing depre- 
ciation. A clear-cut example of such action 
is found in the earnings report of the United 
States Steel Corporation for the second 
quarter of 1947. This article is concerned 
with an examination of the procedure used 
and with an appraisal of its implications for 
the field of corporate income taxes. 

First, a few words about the functions 
of depreciation charges: Depreciation is the 
exhaustion of an asset due to the forces of 
wear and tear from operation and from the 
unavoidable action of time and the elements. 
For accounting purposes, depreciation rep- 
resents the periodic distribution of portions 
of the asset cost to the expense account. 
The problem is to allocate costs in such 
a way that each period will bear a portion 
of the cost, reflecting the exhaustion of 
equipment in that period. 

For tax purposes, the United States 
Treasury recognizes depreciation as a de- 
duction from gross income. The annual 
depreciation charge must be a reasonable 
allowance for the exhaustion of property 
used in trade or business. Although no 
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uniform method is prescribed for computing 
depreciation, a Treasury bulletin’ suggests 
a schedule of rates of depreciation to be 
applied to particular properties. For ex- 
ample, the rate for tools is set at twenty 
to twenty-five per cent; for boiler engines, 
at five to ten per cent; for brick buildings, 
at two to three per cent. These rates are 
based on a study of the estimated useful 
life of such assets. Taxpayers are urged 
to use these rates, but a 1934 Treasury 
regulation? sets up special rules for tax- 
payers who wish to take depreciation deduc- 
tions in excess of recognized amounts. 


Recognized Basis 


The recognized basis for computing depre- 
ciation is the original cost of the asset. 
Some business firms contend that during 
a period of rising prices the depreciation 
charge thus computed tends t. undervalue 
the asset; that the present generation is 
enjoying the benefit of high-value equipment 
amortized at a low cost; that the consumer 
is being charged a lower price than he ought 
to pay; and that, by following traditional 
accounting procedures, the businessman is 
likely to find himself without sufficient means 
to replace the assets at the end of their 
useful life. For example, if the current cost 
of a new asset is double that of the original 
asset, the owner has recovered only half 
of the investment necessary to replace the 
old asset in kind. Many depreciable assets 
currently in use will have to be replaced 


1 “Depreciation Studies,’’ 1931. 
2T. D. 4422, February, 1934. 
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at prices several times greater than those 
paid for them. 


It is further argued that current account- 
ing practices with regard to depreciation 
lead to an overstatement of profits. “The 
businessman’s reports, if they follow stand- 
ard corporate accounting, give his stock- 
holders a false picture of the results of the 
corporation’s current activities. Assuming 
that replacement costs remain at their 
present high level, any corporation that 
allows for depreciation only on the basis 
of original cost of twenty or forty years 
ago is inviting eventual bankruptcy.” * 

An even stronger statement of the busi- 
nessman’s case is presented by F. S. Blackall, 
Jr., president of the Taft-Peirce Manufac- 
turing Company and of the Federal Reserve 
Bank of Boston, who maintains that con- 
sideration of replacement costs in deter- 
mining adequate depreciation charges would 
give recognition to the true profit of the 
taxpayer. “The Treasury should allow the 
taxpayer an extra deduction before arriving 
at net taxable income to compensate for the 
increased replacement cost.”* A liberaliza- 
tion of federal depreciation policy would 
provide a powerful impetus to capital invest- 
ment, encourage industry to maintain our 
nation’s productive mechanism at a peak 
of efficiency, dampen the swings of the busi- 
ness cycle, increase our national income and 
thereby broaden the tax base substantially. 


U. S. Steel Story 


In its earnings report for the quarter 
ended June 30, 1947, the United States Steel 
Corporation included a new item of cost 
under the heading of wear and exhaustion 


of facilities. In addition to a normal charge 
of $22,297,602 for depreciation based on 
original cost, the sum of $6,700,000 was added 
to cover current costs of replacing facilities. 
This addition is equivalent to about thirty 
per cent of the regular charge. An an- 
nouncement accompanying the earnings re- 
port explains that the $6,700,000 represents 
a cost covering wear and exhaustion of facili- 
ties over that based on the original cost of 
such facilities. The present-day cost of new 
facilities to replace those worn out through 
use in production is substantially more than 
the original cost of the facilities so replaced. 
If the charge for wear and exhaustion of 
facilities installed in earlier years is con- 

’ Arundel Cotter, ‘‘Phantom Profits Worry 
Foresighted Management,’’ Barron’s, August 11, 
1947, p. 7. 

* “What Is Accelerated Depreciation?’’ Ameri- 
can Machinist, July 17, 1947, p. 107. 


Capital Replacement 


tinued on the old basis of their original 
cost, the resultant reserve will be inade- 
quate to cover the cost of the replacements 
which will be necessary when these earlier 
facilities have served their useful life. 


The argument for basing depreciation on 
replacement, rather than on original, cost 
is further developed somewhat as follows 
by the corporation: In order to stay in 
business, a concern must sell its product 
for a sufficiently high price to replenish 
the supply of materials used up in produc- 
tion. In the case of inventories, this prob- 
lem is solved by adoption of LIFO (last-in, 
first-out) accounting. LIFO provides that 
in determining the cost of the product sold 
(and hence the profit therefrom) the mate- 
rials used in the product will be costed at 
the most recent purchase price. A similar 
accounting procedure is needed for plant 
and equipment. Otherwise, management 
will be deceiving itself on the extent of 
real profits. “Such self-deception has been 
appalling—so much so that it seems prob- 
able that portions of dividends recently paid 
by corporations were in reality capital rather 
than income disbursements.” * 

First, a few observations are in order as 
to the derivation of the United States Steel 
addition to depreciation charges. How was 
the figure of $6,700,000 arrived at? The earn- 
ings report sheds no light on this question. 
An interview with an official of the organ- 
ization revealed that the thirty per cent 
increase was based on the rise in cost of 
new plant construction over prewar cost. 
Actual increase had been about fifty per 
cent, but it was management’s decision to use 
the more conservative figure of thirty per 
cent. The highly subjective nature of this 
estimate detracts materially from the pos- 
sible validity of the United States Steel 
approach. 

It is, in fact, questionable whether current 
replacement costs can be precisely deter- 
mined. Any given firm own assets which 
were acquired at different times and which 
have varying life expectancies. Appraisal 
of such assets is not only an expensive 
project, but one that involves the subjective 
judgment of the appraiser. If the appraisal 
value is difficult to determine, how much 
more difficult is it to predict the eventual 
cost of replacing a productive asset! Having 
unequal service lives, these assets will not 
all be replaced at the same time. Price 
levels may rise and fall several times before 
many of them are ready for replacement. 


5B. B. Smith, memorandum on ‘‘Accounting 
for Depreciation During Inflation.’’ 
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Furthermore, very few facilities are replaced 
in exactly the same form. 


Thus, a shift from actual costs to esti- 
mated replacement values involves a shift 
from “objectively determined data to values 
which are largely matters of opinion and 
which, for some types of cost factors, are 
conspicuously unreliable.” ° 


Economic Considerations 


Apart from technical difficulties of con- 
stant appraisal, the replacement theory is 
objectionable because “it singles out.depre- 
ciation for special treatment.”* It seeks to 
substitute a hypothetical cost for plant and 
equipment, whereas other items of expense 
are recorded at their actual dollar cost. “It 
seeks to establish for one expense a basis 
of computation fundamentally different from 
that used for the other expenses of doing 
business.” * 


The proposed substitution of a replace- 
ment estimate for actual cost stems from a 
misunderstanding of the depreciation charge. 
Depreciation is intended to spread the orig- 
inal cost of long-term equipment over the 
service life of the asset; its purpose is not 
to provide for replacement. Any attempt 
to identify depreciation accounting with the 
financing of replacements can lead only to 
confusion. Depreciation has no direct rela- 
tion to the problem of replacement. 





A second economic consideration should 
be taken account of: profits have risen at 
about the same rate as costs. Hence, the 
problem of replacement tends to solve itself 
through the general rise in earnings. In- 
stead of revising the depreciation charge, 
corporations can absorb the increased cost 
of replacement by establishment of special 
reserves out of the higher earnings. 


A third economic issue arising from this 
proposal is whether or not the upward ad- 
justment of depreciation ought to be re- 
flected in the price of steel. A _ partial 
answer to this question can be obtained by 
comparing the added depreciation charge 
with total sales. If this extra cost item, 
expressed as a ratio of total sales, consti- 
tutes a significant figure, firms might well 
be justified in raising prices to cover the 
additional cost. If the ratio amounts to no 
more than a few per cent, the conclusion 
is fairly obvious that a price rise is not justi- 
fied, at least not on these grounds. 


An examination of the United States 
Steel figures for the second quarter of 1947 
reveals that the additional depreciation charge 
of $6.7 million constitutes less than one per 
cent of total sales ($533 million). A similar 


thirty per cent addition to the depreciation 
charge of three other major steel companies 


also results in a very low figure. 


DEPRECIATION-INCREASE RATIO 


Bethlehem Steel 
Republic Steel 
Jones & Laughlin .... 


Total 


sales 


$787,720,668 
412,755,542 
246,297,831 


Depreciation Ratio 
increase (2)/(1) 
(1) (2) (3) 
$6,700,000 0.85% 
3,500,000 0.85% 
3,000,000 1.21% 


Source: Moody's Industrials, 1947, corporation statistics for year 
ended December 31, 1946. 


The ratio for both Bethlehem and Re- 
public is less than one per cent; for Jones 
& Laughlin, it is slightly more. In no case, 
therefore, would the additional depreciation 
charge, as thus computed, call for an imme- 
diate corresponding increase in price. 

The key position of the steel industry 
also militates against a price rise in these 


6 W. A. Paton and A. C. Littleton, Introduction 
to Corporate Accounting Standards, p. 123. 

™ George Terborgh, Depreciation Policy and the 
Postwar Price Level, Machinery and Allied Prod- 
ucts Institute, 1947, p. 17. 

8 Pamphlet ‘‘D,’’ Fabricated Production De- 
partment of the Chamber of Commerce, October 
15, 1921. 
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inflationary times. Since the price of so 
many other products is dependent on the 
price of steel, announcement of an increase 
in steel prices would very likely be met 
with unfavorable publicity. “Steel makers 
are aware of several axes poised in mid-air.” * 
The Federal Trade Commission has accused 
the industry of illegal price-fixing and re- 
straint of trade. Under these circum- 
stances, the steel industry would probably 
hesitate to announce a price rise that is not 
urgent. 


°T. W. Lippert, ‘‘Steel on the Block’’ 
torial), The Iron Age, August 28, 1947. 
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One final question should be addressed 
to the advocates of the replacement-cost 
approach: Will a similar downward adjust- 
ment in depreciation be made when the 
general price level starts to decline? Con- 
sistent treatment would require that when 
replacement costs drop below original cost, 
the depreciation charge should be reduced 
accordingly. 


Special Replacement Reserves 


It has been pointed out that the price 
inflation which has raised replacement costs 
has at the same time helped to provide addi- 
tional profits from which the increase can 
be met. Retention of a part of these surplus 
earnings provides an alternative solution 
(involving Section 102 of the Internal Reve- 
nue Code) to the problem of replacement. 
The normal provision for depreciation takes 
care of the original cost of buildings and 
equipment. Any excess of anticipated re- 
placement cost over original cost can be 
met out of net earnings. 


This was, in fact, the method used re- 
cently by the Crane Company.” In his 


report to the stockholders for the year 1946, 


the president of the corporation revealed 
that an initial appropriation of $500,000 had 
been made out of 1946 earnings to cover the 
excess cost. Whereas United States Steel 
had charged the additional cost to its ex- 
penses in arriving at net income, the Crane 
Company properly treated the sum as an 
appropriation of net income. 


The Libbey-Owens-Ford Glass Company 
recognized two aspects of the problem in 
its report for the second quarter of 1947: 

“The improvement program ... to pro- 
vide needed modern facilities to meet post- 
war market demands, has gone forward in 
a period of rapidly rising costs. If this 
high level of construction costs should con- 
tinue into the future, our normal deprecia- 
tion allowances for replacement of existing 
pre-war plants would be inadequate. On the 
other hand, if future costs should prove to 
be substantially lower, our new construc- 
tion costs would be out of line with normal 
values. Therefore, against the earnings of 
the second quarter, a charge of $1,000,000 
has been made with an offsetting credit to 
a reserve for revaluation on the assumption 
that one or the other of these two possibili- 
ties must be faced in the future.” 


Insofar as these reserves are intended to 
provide for the excess of actual replacement 


® Report of 1946 Operations, Crane Company, 
January, 1947. 
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over original cost, they are justifiable. But 
recognition of this fact does not support 
a charge to income for prospective replace- 
ment, to provide for a loss that may never 
occur. Presumably, when a firm decides 
to build, it takes into account the possibility 
of higher costs in the future. Hence, there 
is little basis for the creation of special 
reserves on the assumption of future losses. 


It can hardly be disputed that a going 
concern, in order to stay in business, must 
be able to replace its productive assets. The 
question to be decided is whether the exces- 
sive cost of replacement shall be met by 
an increase in the depreciation charge or by 
an allocation of funds from net income. The 
former procedure would, in the opinion of 
this writer, result in a misuse of the de- 
preciation charge, which is intended only 
to amortize the cost of capital assets over 
their useful life, not to provide for replace- 
ment. The necessary funds for this purpose 
should properly be met by the latter method 
—an appropriation of net income. 


The important difference between these 
two methods is that the former introduces 
a hypothetical cost into the corporation’s 
income statement, while the latter accom- 
plishes the same objective—provision for 
replacement—without disturbing the state- 
ment of revenues and costs. 


If the adoption of special replacement 
reserves is assumed, the question arises as 
to what constitutes an adequate reserve. 
The answer is implied in the purpose of the 
fund: to provide for the excess of replace- 
ment over original cost of current equip- 
ment. The general price level—of both 
consumer and capital goods—has risen about 
fifty per cent over prewar days. This figure 
provides a good general measure for the 
size of the reserve fund. A sum equal to 
fifty per cent of depreciation charges would 
be withdrawn from net income and set aside 
in a special reserve for replacement. 


Tax Aspects 


The United States Steel addition of 
$6,700,000 for replacement costs is not de- 
ductible for income tax purposes. If it 
were deductible, what would be the tax 
saving to the corporation? Again referring 
to the corporation’s income report for the 
second quarter of 1947, we find the follow- 


ing statement of receipts, expenditures and 
income: 
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U. S. Steel Corporation—Consolidated Statement of Income for 
Second Quarter for 1947 


Products and services sold 
Costs: 


Wages, enlaries, ic. ........5.. 


Products and services bought 


Wear and exhaustion of facilities 


3. Based on original cost 


4. Added to cover current cost 


Interest 
State, local & misc. taxes 


Estimated federal taxes on income 


Income 


In determining income subject to the 
federal income tax, cost items 4 and 7 were 
presumably excluded from the computation, 
yielding a taxable income of $57,436,868. 
The corporation estimate of federal taxes 
—$21,400,000—is based, therefore, on an ef- 
fective rate of 37.28 per cent. 


If replacement cost were recognized as a 
deduction for tax purposes, taxable income 
would be reduced by $6,700,000 and the new 
tax bill, computed at the rate of 37.28 per 
cent, would be $18,914,504. 


The resultant tax saving would be $2,485,496, 
or approximately twelve per cent of the orig- 
inal tax bill. 

The significance of this sum can be par- 
tially ascertained by relating it to the cor- 
poration’s working capital. If the added 
replacement cost is a legitimate cost but is 
not recognized by the Treasury, the extra 
taxes paid may result in a deterioration of 
the firm’s working capital, and may consti- 
tute a threat to the firm’s business life. 

In the table below, tax saving for 1946 
is computed for the four principal steel 
producers on the assumption that recogni- 
tion of a thirty per cent addition to the 
depreciation charge would result in a twelve 
per cent reduction of its tax bill. This 
saving is then expressed as a ratio of work- 


$533,785,226 


Lhetinad tok beiieneiaekew eed 228,452,709 


212,374,721 


22,297,602 
6,700,000 
633,064 
12,590,262 
21,400,000 


$504,448,358 
29,336,868 


ing capital (excess of current assets over 
current liabilities). 

Again, the ratios obtained are distinctly 
below a significant level of one per cent. 
Failure to recognize a thirty per cent addi- 
tion to depreciation charges would not seri- 
ously threaten the working capital of these 
firms. 


The ratios would increase, however, with 
the use of a fifty per cent addition to the 
depreciation charge. As Terborgh points 


out,” the prices of capital goods have risen 
about fifty per cent over their prewar level. 
Such a surcharge would be more realistic 
than the one decided upon by the manage- 


ment of United States Steel. Continued 
Treasury refusal to recognize the added cost 
of replacement might impose severe hard- 
ships on those corporations which must 
replace a large portion of their capital equip- 
ment at prices significantly higher than the 
original cost of the equipment being re- 
placed. 


Section 102 


For those firms which used a special re- 
placement reserve instead of an additional 
depreciation charge, no saving could be 








RAtio oF TAX SAVING TO NET CURRENT ASSETS 


Net current Tax Ratio 
assets saving (2)/(1) 

(1) (2) (3) 
$629,078,938 $3,840,000 0.60% 
.. 308,180,756 1,860,000 0.62% 
128,370,684 1,080,000 0.86% 
82,987,971 540,000 0.65% 


Source: Moody’s Industrials, 1947. 


U. S. Steel 
3ethlehem 
Republic 

Jones & Laughlin 


11 Op. cit., p. 11. 
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effected in the corporate income tax. Such 
reserves do, however, involve Treasury regu- 
lations regarding Section 102 of the Internal 
Revenue Code, which imposes a penalty 
on corporations accumulating surplus be- 


be necessary if corporations choose to re- 
tain more than thirty per cent of their earn- 
ings. The abandonment of this requirement 
may stimulate the establishment of replace- 
ment reserves. 


yond the reasonable needs of the business 
unless the corporations prove by clear pre- 
ponderance of evidence that the accumula- 
tion is not for the purpose of avoiding 
surtaxes on shareholders. 


A recent bulletin from the Internal Reve- 
nue Bureau should help to relieve business 
anxiety concerning Section 102. In their 
1946 tax returns corporations were required 
to state whether they had distributed sev- 
enty per cent of their earnings. If they 
had not, an explanation was required. In 
their returns for 1947, no explanation will 


While these reserves do not hold forth 
any promise of tax saving since they do not 
enter into the computation of net income, 
they do provide a reasonable answer to the 
problem of capital replacement. By failing 
to provide for the excess cost of replace- 
ment, firms have been guilty of wholesale 
dissipation of real capital. They have been 
distributing as dividends portions of income 
which should have been applied to the re- 
placement of productive facilities. 


[The End] 


ee 


LAW LIBRARY, LIBRARY OF CONGRESS 


HE FISCAL YEAR ending June 30, 1947, was the busiest in the history 
of the law library of the Library of Congress, with all phases of its activities 
showing a marked increase, says Luther H. Evans, Librarian of Congress. 


There was a ninety-three per cent increase over figures for fiscal 1946 both in 
the number of readers who used the law library and in the number of those who 
were assisted by the law reference staff, and a ninety-six per cent rise in the num- 
ber of those to whom additional assistance was given in reference conferences, In 
fiscal 1947, 54,853 readers were served in the law library reading room, as compared 
to 28,454 the previous year, and the number of reference conferences jumped from 
1,444 to 2,824. The number of law books drawn for use from the locked reference 
collections and the stacks increased 173 per cent, and the number drawn from 
the open-shelf reference collection increased seventy-six per cent. Telephone calls 
for law books and legal information increased seventy-one per cent. 

The collections of the law library contain an estimated 674,561 volumes and 
pamphlets. New materials received during the past year included 18,525 volumes 
and pamphlets (including 2,666 volumes purchased under the special appropriation 
for the library of the Supreme Court), 81,483 periodical issues, and 24,144 records 


and briefs in cases before principal federal courts. | 








Capital Replacement 








Reallocating Income to Reduce Tax. 
Time spent in unsuccessful efforts to sell 
stock may be included in determining 
whether less or more than thirty-six months 
were consumed in selling stock, a deter- 
mination which is essential in ascertaining 
whether a large earned commission may 
be reallocated over earlier years to effect 
an over-all tax reduction. James D. Gordon 
[CCH Dec. 16,378], 10 TC —, No. 104. 


Extraordinary compensation reallocated 
to earlier years to effect tax economy may 
take advantage of the forgiveness of tax 
in 1942. Arthur T. Schmidt [CCH Dec. 
16,366], 10 TC —, No. 100. 


Alimony Payments. Where a divorce 
agreement provides that the wife is to re- 
ceive one third of her husband’s income 
for their children and herself, and that even 
in the event of her remarriage the children 
would receive $2,400 annually, this latter 
sum may be considered a separate allowance 
for the children. Therefore, it is not de- 
ductible as alimony. Warren Leslie, Jr. 


[CCH Dec. 16,383], 10 TC —, No. 107. 


Alimony payments based on a percentage 
of a husband’s annual net income may 
qualify as periodic deductions. John H. Lee 
{CCH Dec. 16,386], 10 TC —, No. 111. 


Alimony payments are deductible, even 
though the monthly payments are governed 
by the taxpayer’s future annual net income, 
if the divorce decree sets forth the method 
of computation, because the payments are 
in fact not installment but periodic pay- 
ments. Roland Keith Young [CCH Dec. 
16,363], 10 TC —, No. 96. 


Where a divorce decree does not grant 
alimony and the husband had no legal 
obligation, but has a moral obligation based 
on an oral understanding, to pay periodic 
alimony payments, such payments are 
not deductible. Ben Myerson [CCH Dec. 
16,364], 10 TC —, No. 97. 


Tax Briefs... 


by J. H. Landman 


Peat, Marwick, Mitchell & Co. 
New York 





The estate of a deceased divorced hus- 
band is allowed income tax deductions for 
alimony payments made to a surviving 
ex-spouse if the decedent’s death occurred 
prior to 1942. Estate of Homer Laughlin 
[48-1 ustc J 9263], CCA-9, April 30, 1948. 


Income from Single-Premium Policies. 
Annual payments received under single- 
premium life insurance policies during the 
lifetime of the insured are fully taxable 
income, and not annuities reportable at 
three per cent rates. J. Giltner Iglcheart, 
Sr. [CCH Dec. 16,377], 10 TC —, No. 103. 


Single-Premium Annuities. A purchased 
single-premium annuity contract for the 
benefit of a _ stockholder-officer-pension 
trustee is taxable not on the purchase price 
but only on the amounts actually dis- 
tributed. M. L. Oliver [CCH Dec. 16,216], 
10 TC 97. 


Legitimate Expenses on Illegal Income. 
Legitimate business expenses, such as sal- 
aries, are deductible from illegal taxable 
gambling income. G. A. Commeaux [CCH 
Dec. 16,238], 10 TC 201 (acq.). 


No Penalties. Penalties are not in order 
for the failure to file a personal holding 
company tax return if the neglect is due 
to reasonable cause, such as incorrect ad- 
vice from an attorney. Garrett Holding 
Corporation [CCH Dec. 16,152], 9 TC 1029 
(acq.). 


War Emergency Facility. The tax value 
of corporate stock is not subject to the 
accelerated wartime amortization deduc- 
tion, even though the real purpose for its 
acquisition was to acquire the corporation’s 
plant. Foote-Burt Company [CCH Dec. 
16,406], 10 TC —, No. 122. 


Nondeductible Depreciation. A taxpayer 
is not entitled to depreciation allowance 
on a factory when its cost is in reality 
a contribution made by a Chamber of 


664 July, 19448 e TAXES—The Tax Magazine 








a af o ob Oh ooo let CUM 


Commerce. C. L. Downey Company [CCH 
Dec. 16,387], 10 TC —, No. 112. 


Unsigned Joint Returns. Even if a wife 
neglects to sign an otherwise joint return, 
and signs these returns in blank for other 
years, she is jointly and severally liable 
for taxes and penalty. Myrna S. Howell 
[CCH Dec. 16,390], 10 TC —, No. 115. 


Transportation Taxes. Owners of motor 
vehicles who have erroneously included 
transportation taxes in their charges to 
passengers are barred from recovering such 
taxes when they cannot show that the 
amounts were repaid to the passengers, or 
that the latter consented to allow the taxes 
to the owners. Royce v. Squire [48-1 ustc 
{ 9279], CCA-9, May 18, 1948; aff’g [47-1 
ustc J 9340] 73 F. Supp. 510 (DC Wash.). 


Changing Accounting Periods to File 
Joint Returns. A married person may 
change his or her accounting period to 
coincide with that of his or her spouse in 
order to qualify for income tax_ splitting, 
if this is the only motive. T. D. 5614. 


Mismanagement Expenses of Adminis- 
trator. Expenses incurred by a trustee or 
an administrator as a result of the mis- 
management of an estate are not deductible 
either as nonbusiness or as business expenses 
if he was not engaged in such business. 
Commissioner v. Josephs [48-1 ustc § 9279], 
CCA-8, May 20, 1948, rev’g [CCH Dec. 
15,680] 8 TC 583. 


Asset Sold by Corporation. A corpora- 
tion is taxable on the profits from the sale 
of an asset, even though a tax-free dis- 
tribution in kind to stockholders was in- 
tended. Guinness v. U. S. [47-2 ustc J 9397], 


73 F. Supp. 119 (Ct. Cls.); cert. den. May 17, 
1948. 


Tax-Free Distribution of Corporate 
Assets. A distribution of corporate assets 
to a sole stockholder is tax free to the cor- 
poration and taxable to the stockholder at 
bargain capital gains rates where the stock- 
holder sold the assets for his own‘account. 
J. T. S. Brown’s Son Company [CCH Dec. 
16,388], 10 TC —, No. 113. 


Accounting Rules of Federal Power Com- 
mission Not Binding on Treasury. A tax- 
payer may not deduct for tax purposes 
certain charge-offs required by the Federal 
Power Commission just because the latter 
orders the charge-offs. Gulf Power Com- 
pany [CCH Dec. 16,389], 10 TC —, No. 114. 


Tax Briefs 


Rentals as Capital Gains. While rentals 
from equipment are fully taxable as ordi- 
nary income, sums received after an election 
to purchase these assets constitute selling 
price, and the profits therefrom are treated 
as capital gains at bargain tax rates. Estate 
of Clarence B. Eaton [CCH Dec. 16,932], 
10 TC —, No. 116. 


Documentary Stamp Tax. A modifica- 
tion agreement between a creditor and a 
debtor which does not provide for a re- 
newal of bonds previously issued, neverthe- 
less gives rise to a documentary stamp tax. 
Master Institute of United States, Inc. v, 
U. S. [48-1 ustc 9272], CCA-2, May 13, 
1948. 


Sale of Partnership Interest. A _ frac- 
tional partnership interest is a capital asset 
measured from the date of its acquisition 
and not from the dates of the procurement 
of the underlying specific assets. Commis- 


sioner v. Lehman [48-1 ustc $9121], 165 
F. (2d) 383 (CCA-2); aff’g [CCH Dec. 
15,457] 7 TC 1088; cert. den. May 17, 1948. 


Donor Taxable on Gift Income. Divi- 
dends on shares gifted to family members 
over which the donor continues to ex- 
ercise substantial control continue to be 
taxable to him. Anderson v. Commissioner 
[48-1 ustc J 9109], 164 F. (2d) 870 (CCA-7); 
aff'g [CCH Dec. 14,648] 5 TC 443; cert. 
den. May 17, 1948. 


Rent as Capital Contribution. Stock 
issued to pay rent which a corporation 
owes its controlling stockholder is not de- 
ductible when a contribution to capital was 
intended. Akron Welding & Spring Com- 
pany [CCH Dec. 16,362], 10 TC —, No. 95. 


Tennessee Use Tax. The Tennessee use 
tax is an allowable deduction to the pur- 
chaser, and is not includible in the gross 
income of the retailer. I. T. 3905. 


Tennessee Tobacco Tax. The Tennessee 
tobacco tax is deductible by the consumer. 


I. T. 3906. 


Victory Tax in California. Personal in- 
come taxes paid in California are not de- 
ductible in computing the victory tax 
because they are not paid in connection 
with the carrying on of a trade or business. 
Anna Harris [CCH Dec. 16,384], 10 TC —, 
No. 109. 


Victory Tax Limitation. In computing 
the victory tax limitation of ninety per cent, 
the unforgiveness portion of the 1942 tax 
should not be added to the 1943 tax. Amy 
Guest [CCH Dec. 16,367], 10 TC —, No. 101. 
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Employee’s Auto Expense. A _ carpen- 
ter’s automobile expenses, incurred while 
he was traveling with his tools from his 
home to various jobs and then returning 
to his home, may be prorated as deductible 
ordinary and necessary business expenses. 
Carl Berglund [CCH Dec. 16,375(M)], TC 
memo. op. 


Lending Stock to Broker. The lending 
of stock to a broker and the return of 
the same stock neither results in taxable 
gain or loss nor affects holding periods. 
Special Ruling, April 19, 1948. 


Invalid Tax Partnership. A son and 
daughter are not valid partners for tax 
purposes where they contribute neither in- 
dependent capital nor vital services to an 
otherwise tax-valid father-mother partner- 
ship. Anna Harris, supra. 


Capital Improvements by Licensee. A 
licensee may recover the cost of capital 
improvements through depreciation allow- 
ances over the useful life of the assets, and 
not over the term of the license if the 
latter is renewable. Union Electric Com- 
pany of Missouri [CCH Dec. 16,382], 10 
TC—, No. 106. 


Loss of Dog. The value of a thorough- 
bred dog may not be deducted because of 
its unexplained disappearance when the loss 
is not incurred in a trade or business, or 
as part of a transaction entered into for 
profit, or as a casualty or theft. Waddell 


F. Smith [CCH Dec. 16,359], 10 TC—, 
No. 92. 


Foreign Tax Credit. Since Belgium does 
not accord United States citizens a foreign 
tax credit, a resident alien who is a Bel- 
gian citizen may not deduct income taxes 
paid to Canada as a foreign tax credit. 
However, he may deduct such taxes as a 
business expense in computing United 
States income tax. Max Freudmann [CCH 
Dec. 16,379], 10 TC—, No. 105. 


Frozen Income. Even though Canada 
refused to export income earned in Canada 
during the war years, resident aliens in the 
United States had to report such income. 


Ibid. 


Calendar When Not Fiscal Year. A tax- 
payer’s failure to qualify as a fiscal vear 
taxpayer gives the Treasury the right to 
impose on him the calendar year method of 
reporting. Ibid. 


Reorganization. In a tax-free corporate 
reorganization, the transferor’s tax values 
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of the assets passed to the transferee-cor- 
poration are retained. Where a sale is 
intended, however, the fair market values 
of the transferred assets govern. Standard 
Realization Company [CCH Dec. 16,361], 
10 TC—, No. 94. 


Payment in Notes. Promissory notes 
paid to controlling cash basis stockholders 
as payments of salaries are deductible in 
full when accepted at face value within 
2% months after the close of the fiscal 
period of an accrual basis corporate em- 
ployer. Akron Welding and Spring Com- 
pany, supra. 


Building and Loan Dividends. Building 
and loan dividends are taxable in the year 
the dividends are determined and credited 
to cash basis taxpayers. I. T. 3907. 


Reallocating Income Between Taxpayers. 
A corporation is not chargeable with 
the income of its controlling stockholder, 
even if it has previously conducted that 
stockholder’s type of business, where the 
stockholder prosecuted this venture as an in- 
dependent enterprise. Miles-Conley Company, 
Inc. [CCH Dec. 16,368], 10 TC—, No. 102. 


Borrowed Invested Capital. Money ad- 
vanced by a Chamber of Commerce to a 
corporation to locate its operations therein 
is not part of the corporation’s borrowed 
invested capital, even though notes and 
a trust agreement for repayment accom- 
panied the transaction, because the obliga- 
tion to repay was conditioned on the 
premise that the taxpayer’s payroll would 
reach a certain sum within a stated time. 
C. L. Downey Company, supra. 


Contracts for the erection of mining 
machinery and facilities, with their title 
retained by the vendor until full payment 
is made out of ore processed, do not 
constitute promissory notes or mortgages. 
Therefore, they do not qualify as borrowed 
invested capital for excess profits tax pur- 
poses. Consolidated Goldacres Company v. 
Commissioner [48-1 ustc § 5917], 165 F. 
(2d) 542 (CCA-10); cert. den. May 17, 1948. 


Abnormal Deductions (Section 711). An 
excessive declared-value excess profits tax 
in 1939 is not an abnormal deduction, and 
may not be restored to base period income, 
because this tax arose as a result of in- 
creased income. The fact that the tax- 
payer could have avoided this liability by 
paying a proper capital stock tax, is im- 


(Continued on page 670) 
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T WAS one Marcellus who said, “There 

- is something rotten in the state of Den- 
mark.” * Many businessmen who have be- 
come reconciled to the idea of a uniform 
federal income tax on a national scale have 
made similar comments about the state of x, 
a variable dependent upon the nature of the 
transaction. Let there be a federal tax, these 
businessmen will say, and let there be a 
state tax. So. But may a host of states get 
their figurative teeth into the same transac- 
tion? Wasn’t the United States Constitution 
designed to prevent this very thing? 


There is sound historical basis for this - 


question. The founding fathers, who missed 
very few tricks, thought of it. Thus, Alex- 
ander Hamilton wrote an essay entitled 
“Possible Causes of Internal War,” which 
indicated that uncontrolled states might, 
through their tax greediness, engender strife, 
for the “competitions of commerce would 
be another fruitful source of contention.’ ? 
Hamilton also saw practically that the states 
would be unwise if they sought to tax a 
single transaction through multiple levies. 
In 1788 he wrote: “As far as an improper 
accumulation of taxes on the same object 
might tend to render the collection difficult 
or precarious, this would be a mutual incon- 
venience, not arising from a superiority or 
defect on either side, but from an injudicious 
exercise of power by one or the other, in a 
manner equally disadvantageous to both. It 
is to be hoped and presumed, however, that 
mutual interest would dictate a concert in 
this respect which would avoid any mate- 
rial inconvenience.” * One of the defects of 
the Confederacy that preceded our federal 
union, wrote Madison, was the “defect of 
power in the existing Confederacy to regu- 
late the commerce between its several mem- 
bers. The necessity of a superintend- 
ing authority over the reciprocal trade of 
confederated States, has been illustrated by 

1 Hamlet, Act I, Scene 4. 

* The Federalist, No. 7. 

3 Ibid., No. 33. 


Tax Classics 


Vil 


Hump Hairpin Manufacturing Co. 
When Is a Tax a Burden 
on Interstate Commerce? 


Tax Classics e e by Robert S. Holzman 


other examples as well as our own.”* “The 
same want of a general power over Com- 
merce,” wrote Madison elsewhere, “led to 
an exercise of this power separately, by the 
States, which not only proved abortive, but 
engendered rival, conflicting and angry 
regulations.” ° 
The Constitution declares that “Congress 
shall have power . . . to regulate commerce 
. among the several States . . .”*° Mr. 
Justice Bradley said that “a construction 
of the Constitution leads to the conclusion 
that no State has the right to lay a tax on 
interstate commerce in any form . . . and 
the reason is that such taxation is a burden 
on that commerce and amounts to a regu- 
lation of it, which belongs solely to Con- 
gress.” But when is a tax a burden on 
interstate commerce? 


Hump Hairpin Manufacturing Company 
was incorporated in West Virginia, but all 
of its tangible property was situated in IIli- 
nois. Traveling salesmen solicited orders in 
various states. Their orders were not ac- 
cepted until approved at the Chicago office, 
after which approval they were filled from 
stocks maintained in that city. The Secre- 
tary of State of Illinois considered that the 
company was subject to a tax measured by 
its entire capital stock; it was argued in be- 
half of the corporation that such a tax would 
constitute a regulation of, and impose a 
direct burden upon, interstate commerce, 
in view of the many states in which the 
company operated. 


ON MARCH 27, 1922, Mr. Justice Clarke 
delivered the opinion of the United 
States Supreme Court:* “The contention of 
the plaintiff in error in this court is that, 


4 Ibid., No. 42. 

5 The Records of the Federal Convention of 
1787 (Yale University Press, 1947), edited by 
Max Farrand, Vol. III, p. 547. 

6 Article I, Section 8, Clause 3. 

™ Leloup v. Mobile, 127 U. S. 640 (1888). 

8 Hump Hairpin Manufacturing Company v. 
Emmerson [1 CCH State Tax Cases { 185], 258 
U. S. 290 (1922). 
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notwithstanding the manner in which it was 
done, the business which the company did 
with residents of States other than Illinois 
was interstate business and that the treat- 
ing of the amount of it as a part of the 
business of the company transacted in that 
State in determining the percentage of the 
total business of the corporation transacted 
therein, renders the act under which the 
computation was made unconstitutional and 
void for the reason that the tax assessed 
is a burden upon interstate commerce. 


“Plainly this contention cannot be sus- 
tained. The statute and the State Supreme 
Court both show a candid purpose to differ- 
entiate state from interstate business and 
to use only the former in determining the 
amount of the disputed tax. If the Secretary 
of State or the court, in computing the tax, 
erroneously treated as intrastate that which 
was really interstate business, such error 
would be reason in a proper case for cor- 
recting the computation, but would not 
justify declaring the act unconstitutional. 
The facts, that all of the property of the 
company was located in Illinois, that all of 
its manufacturing operations were conducted 
in that State, and that all contracts of sale 
must be approved at Chicago, where the 
only business office of the company was 
maintained, certainly reduce the interstate 
elements in its business to the lowest terms, 
but, nevertheless, we are constrained to hold 
that the business done with residents of 
States other than Illinois is interstate busi- 
ness, and therefore, there remains the ques- 
tion: Whether the use made of the amount 
of such interstate business, in determining 
the amount of the tax, renders it invalid? 


“While a State may not use its taxing 
power to regulate or burden interstate com- 
merce .. . on the other hand it is settled 
that a state excise tax which affects such 
commerce, not directly, but only incidentally 
and remotely, may be entirely valid where 
it is clear that it is not imposed with the 
covert purpose or with the effect of defeat- 
ing federal constitutional rights. As coming 
within this latter description, taxes have been 
so repeatedly sustained where the proceeds 
of interstate commerce have been used as 
one of the elements in the process of deter- 
mining the amount of a fund (not wholly 
derived from such commerce) to be assessed, 
that the principle of the cases so holding 
must be regarded as a settled exception to 
the general rule. The turning point 
of these decisions is, whether in its incidence 
the tax affects interstate commerce so di- 
rectly and immediately as to amount to a 
genuine and substantial regulation of, or 





restraint upon it, or whether it affects it 
only incidentally or remotely so that the 
tax is not in reality a burden, although in 


form it may touch and in fact distantly 
affect it. 


“Ni? FORMULA has yet been devised 
by which it can be determined in all 
cases whether or not such a tax is valid, 
and, applying the repeated declaration of 
this court, in the cases cited and in many 
others, that the question is inherently a 
practical one, depending for its decision on 
the special facts of each case, we are clear 
that the tax here involved falls within the 
excepted class described, even though the 
business done with residents of States other 
than Illinois be regarded as interstate. 


“Clearly the statute is not a disguised at- 
tempt to tax interstate commerce. On the 
contrary, its purpose plainly is to differen- 
tiate state from interstate business and to 
impose the tax only on the former. Con- 
strued with other statutes the act accords 
equal treatment to domestic and foreign 
corporations, and clearly in this case prop- 
erty of the company beyond the jurisdiction 
of the State is not taxed—all of its property 
is in Illinois. To require foreign corpora- 
tions to pay for the privilege of doing busi- 
ness in a State is, of course, a familiar and 
often approved form of taxation, and in this 
case the fee imposed is reasonable in amount.” 


“Inasmuch as nearly all taxes affect in- 
terstate commerce directly or indirectly, the 
courts have not attempted to devise any 
formula with respect to the taxation of 
interstate commerce, but rather they have 
endeavored to determine whether, upon the 
facts presented in each case, a tax burdens 
interstate commerce.”*® But, again to quote 
the Avonian bard, “Ay, there’s the rub.” A 
decision will be based “upon the facts pre- 
sented in each case,” for which reason the 
factor of plurality is deliberately ignored. 
Yet should it be ignored? If a given trans- 
action involves some measure of taxable 
event in New York, Massachusetts, New 
Jersey, Minnesota and California, the courts 
will consider the issues seriatim rather than 
in toto. Insofar as the first state is con- 
cerned, the New York tax may be sustained 
as not being an undue burden upon inter- 
state commerce. Insofar as the second state 
is concerned, the Massachusetts tax may be 
sustained as not being an undue burden 
upon interstate commerce. Insofar as the 
third state is concerned. But the tax- 
payer doesn’t care about the separate phases 





® State Income Taxes (National Industrial Con- 
ference Board, Inc., 1930), Vol. II, p. 17. 
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of what is a’single transaction to him. The 
sum total of all of the state taxes on this 
one transaction may very well be an undue 
burden, even though, individually, the sepa- 
rate taxes are not. Because of varying state 
laws and formulae, there is virtually no 
practical limit to the number of states (and 
political subdivisions) that can tax a single 
transaction.” 


T= one state may tax a transaction 
because the order was accepted there; a 
second, because the executive office was 
there; a third, because a branch office was 
there; a fourth, because solicitation occurred 
there; a fifth, because the inventory was 
stored there; a sixth, because title passed 
there; a seventh, because the shipment was 
made there; an eighth, because the state to 
which shipment was made was in the baili- 
wick of a branch office there; a ninth, be- 
cause the product was manufactured there. 
And so it goes. 

Obviously, then, the same transaction may 
be subjected to numerous taxes, each one, 
in itself, not unconstitutional as an undue 
burden upon interstate commerce. A tax- 


payer may be subjected to taxes measured © 
upon its sales to the extent of infinitely 
more than 100 per cent. Are the states con- 
cerned about this duplication (or triplica- 
tion, etc.)? No. On April 8, 1948, tax com- 


missioners of five of the leading commercial 
states attended a dinner of the Federal Tax 
Forum and were successively asked if any- 
thing could be done to prevent duplication 
because of overlapping allocation formulae. 
Each commissioner replied in turn that his 
state, in imposing its own tax, would not 
be in’ the least influenced by the fact that 
other states were or were not taxing the 
same sales or receipts. In short, equity con- 
siderations will provide no safety valve.™ 


Thus, there seems to be no relief from 
the courts or at the state level. But the 
fact is that the United States Congress is 
the only proper authority to resolve an in- 
terstate commerce dispute. Although dis- 
putes on the issue in the past have been 
almost entirely on the question of what the 
courts would and would not allow, Con- 
gress and not the courts has the constitu- 
tional mandate to regulate commerce be- 


1” For an example of five states’ ‘‘using’’ the 
same transaction, see Robert S. Holzman, ‘‘In- 
terstate Tax Barriers to Marketing,’’ The Jour- 
nal of Marketing, July, 1947, p. 74. See also 
examples in Altman and Keesling, Allocation of 
Income in State Taxation (Commerce Clearing 
House, Inc., 1946), pp. 22-24. 

1 Parhaps ‘‘governor’’ would be a better en- 
gineering protective device to mention when re- 
ferring to state taxes. 


Tax Classics 


tween the states: “. the courts cannot 
take the initiative in this matter. Congress 
must first legislate before the courts can 
proceed upon any such ground of paramount 
jurisdiction.” * 


HE SUPREME COURT well recog- 

nizes this. In a concurring opinion, Mr. 
Justice Jackson likened this series of state 
and local taxes to a familiar foreign pattern, 
which is “Balkanizing American commerce, 
trade and industry. Our danger, as 
our forefathers well knew, is from the ag- 
gregate strangling effect of a multiplicity 
of individual petty and diverse local regu- 
lations. Congress may very properly 
take into consideration local policies and 
dangers when it exercises its power under 
the commerce clause.”™ In a concurring 
opinion, Mr. Justice Rutledge declared that 
the “alternative methods available for avoid- 
ing the multiple state tax burden may now 
be stated. They are: (1) To apply the 
Adams™ ruling, stopping such taxes at the 
source, unless the tax is apportioned, thus 
eliminating the cumulative burdens; (2) To 
rule that either the state of origin or the 
state of market, but not both, can levy the 
exaction; (3) To determine factually in each 
case whether application of the tax can be 
made by one state without incurring actual 
danger of its being made in another or the 
risk of real uncertanity whether it will in 
fact be so made. The problem of 
multiple state taxation, absent other factors 
making for prohibition, is therefore one of 
choosing among evils.” He then suggested 
an order of tax imposition by the several 
states, according to the sequence of taxable 
events, to “prevent the multiple and, in 
effect, discrimnatory burden which would 
follow from allowing both states to tax.”™ 


|) patentee teged are eying this Rutledge 
IY suggestion with renewed interest, for 
“state and local expenditures will doubtless 
continue to expand” *—and that means more 
taxes. And that means more duplication of 
taxes on national (interstate) business. 
“The remedy, therefore, is a Federal law 
that will prohibit double and multiple State 
and local taxation of interstate commerce. 
This prohibition can be made effective by 
requiring . that once a transaction has 


122 Parkersburg and Ohio River Transportation 
Company v. Parkersburg, 107 U. S. 691 (1883). 

138 Duckworth v. Arkansas, 314 U. S. 390 (1941). 

%4#J,. D, Adams Manufacturing Company v. 
Storen [1 CCH State Tax Cases { 529], 304 U. S. 
307 (1938). 

1 Freeman v. Hewit, 329 U. S. 249 (1946). 

16 Lewis Kimmel, Governmental Costs and Tax 
Levels (Brookings Institution, 1948), p. 133. 
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been taxed by one jurisdiction it cannot be 
taxed again by another. . All business 
should accord strong support to the move- 
ment to enact Federal legislation along this 
line, therefore, so that commerce which 
crosses State lines will not be handicapped and 
stifled by unfair and unwise tax burdens.’ ” 


“Such a multiplication of state taxes, each 
measured by the volume of commerce, would 
re-establish the barriers to interstate trade 
which it was the object of the commerce 
clause to remove,” said Mr. Justice Stone.” 
Apparently, he had not forgotten the mis- 
givings of the founding fathers that “it 
would not do to allow the several states 
any longer to regulate commerce each ac- 


cording to its own whim. It was of vital 
importance that this power should be taken 
from the states and lodged in Congress; 
otherwise, the Union would soon be rent in 
pieces by commercial disputes.”” The 
commerce clause was intended to protect 
interstate commerce from an impeding mass 
of conflicting state taxes; but tax-hungry 
states are clamoring outside the gate for 
more revenues. The lock on the gate is an 
old one, as old as this country; yet without 
strengthening, as numerous characters can 
testify, no old lock can withstand dextrous 
manipulation of the product of the Hump 
Hairpin Manufacturing Company. 


[The End] 


_—[]}§ 
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material. Southern Textile Machinery Com- 
pany [CCH Dec. 16,372 (M)], TC memo. op. 


Fractional Excess Profits Tax Credit. 
Regulations 111, Section 29.47-1, prorating 
the excess profits tax credit in fractional 
years, are valid. Houston Textile Company 
{CCH Dec. 16,374], 10 TC—, No. 98. 


Postwar Credit. The postwar credit 
accrues at the same time as the excess 
profits tax on which it is based accrues, 
and is includible in earnings for accrual 
basis taxpayers as of the beginning of the 
taxable year following the taxable year 
for which the tax was imposed. I T. 3908. 


Absence of Intent to Make Gift. The 
éstablishment of a trust the income of 
which is to go to an estranged daughter 
is not subject to gift tax if the purpose 
is in fact to settle the daughter’s law suit 
and not to make a gift. Catherine S. 
Beveridge [CCH Dec. 16,404], 10 TC—, 
No. 120. 


Payments of Premiums. Payments of 
premiums by a wife on a life insurance 
policy belonging to her husband are sub- 
ject to gift tax, even if she has an interest 
as an heir in the policy of her husband. 
Cornelia Harris [CCH Dec. 16,365], 10 TC 
—, No. 99. 





Nonresident Alien’s Gifts. Money on 
deposit in United States banks to the 
account of nonresident aliens is not exempt 


from gift tax, but is exempt from estate 
tax. Ibid. 


Property Settlement by Wife. Payments 
made by a wife as a property settlement 
adopted in a divorce decree are not subject 
to gift tax. Ibid. 


Incomplete Gift. When stock delivered 
to a person is not compensation for serv- 
ices rendered or for goods delivered, it 
constitutes a taxable gift. Estate of H. M. 
Holloway [CCH Dec. 16,385], 10 TC—, 
No. 110. 


Trust Includible in Estate. A trust to 
pay income to the creator’s wife for life, 
and then to its creator, with remainder to 
the survivor’s son, is includible in the 
creator’s gross estate if the trust is rev- 
ocable by agreement of all the beneficiaries 
of legal age. Estate of A. Frank Seltzer 
[CCH Dec. 16,408], 10 TC—, No. 108. 


Preference of Charitable Relatives. A 
trust is not denied the status of a chari- 
table and therefore tax-exempt trust for 
estate tax purposes just because its creator 
indicates a preference for the care of cer- 
tain relatives. Estate of Annie Sells [CCH 
Dec. 16,357]. 10 TC—, No. 91. 


um.» _______. 


17 Editorial in the Journal of Commerce, May 
17, 1948. 

18 Gwin, White & Prince, Inc. v. Henneford 
{1 CCH State Tax Cases { 531], 305 U. S. 434 
(1939). 
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” John Fiske, The Critical Period of Ameri- 
can History (Houghton Mifflin Company, 1888), 
Pp. 263. 
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by Lewis Gluick, C. P.A. 


Talking Shop 


TT case of the First National Bank of 
Bellflower [CCH Dec. 16,267] has pecul- 
iar local interest. Bellfower is a small but 
growing town quite close to Long Beach. 
If anything concerning this case appeared 
in the local papers, neither the Shoptalker 
nor any of his fellows saw it. We can under- 
stand that a publisher might not want to 
offend his banker by telling about a case 
the bank lost. But this bank won. In 1943, 
plagued by a shortage of any kind of help, 
let alone competent bookkeepers, the bank 
sustained a loss of $1,726.50 because of bad 


clerical work, and, with the approval of. 


bank examiners, wrote it off. The Tax Court 
said it was right: 


“The experience of the bank was that if 
depositors were aware of mistakes made by 
the bank in their favor, they did not always 
voluntarily call them to the bank’s atten- 
tion. The petitioner bank could not reason- 
ably expect the errors to be called to its 
attention under the facts shown. The evi- 
dence indicates that recovery by reason of 
the voluntary action of depositors in rectify- 
ing mistakes in their accounts made in their 
favor was no more probable than the re- 
covery, by reason of the debtor’s voluntary 
action, of a debt made legally uncollectible 
by the discharge in bankruptcy of the 
debtor.” 


Separate Schedules 


The same mail, on May 6, brought us two 
letters which perfectly summarize opposing 
views: 

First, A. D. Adler, CPA of Steubenville, 
Ohio, says: 

“You might be interested in knowing what 
the procedure is at my office. I use the 
schedules on the return wherever possible. 
For instance, I always use the depreciation 
schedule on the return when the return is 
simple and does not have too many items. 
On an individual return when I may have 


Talking Shop 


rental property with depreciation and also 
business assets, I usually use the schedule 
on the return for depreciation on rental 
property and I attach a separate schedule 
for the depreciation on business assets. I 
always use the ‘income from business and 
profession’ schedule on the Form 1040 when 
a client has only one business, but when 
there are several businesses I will attach 
a separate schedule of the additional ones. 


“T use the same procedure with the other 
schedules, that is, contributions, medical 
expenses, interest, taxes, etc. 


“T rarely use Schedule K on the corpora- 
tion return because there are no columns 
for amounts and because it always seemed 
crowded. 


“T always use the balance sheet and capital 
reconciliation schedules on the partnership 
and corporation returns. I use a mineograph 
form for making schedules of depreciation 
and all other schedules.” 


And almost from the other end of the 
country, W. T. deBlanc, accountant of New 
Iberia, Louisiana, says: 


“In my years of experience preparing in- 
come tax returns, I can say that the sched- 
ules on a tax form are not spacious enough 
to contain all information required. More 
than half of my returns require attached 
schedules. You will note that the form en- 
closed has separate schedules enlarged so 
that schedules typed on plain paper can be 
eliminated. I use the separate schedules and 
the form as my working paper. This is first 
worked up in pencil, checked and turned 
over to the typist complete, just as the 
original return is to be filed. I find that a 
return can be completed more quickly and more 
accurately in this manner. I never attach a 
small schedule to my returns. Even though 
the information required on a_ separate 
schedule does not require much typing space, 
I attach a sheet about one-half the size of 
Form 1040 and securely fasten it to the 
return with staples. 
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“I believe that Form 1040 should be re- 
vised so that more space would be provided 
for each schedule, and for better carbon 
copies it should be folded from the side in- 
stead of at the top.” 


Our thanks to these gentlemen and to 
others. And as referee, we declare the bout 
a draw. 


The following comes from R. G. Darrow, 
a lawyer of Tucson, Arizona: 


“T was very much intrigued by your $128 
question in the May issue of TAxEs. 


“When I arrived at the question ‘Can each 
spouse take one of the remaining $1,000 of 
capital loss carryover?’ I made the pencil 
notation ‘no’ on the margin, but I could 
not get clear in my mind the reason for the 
answer. 


“Several years ago I tried to do just what 
you are of the opinion can be done—that is, 
double the deduction by filing separate re- 
turns—and immediately got an assessment 
from the Los Angeles office. 


“The answer I find is in the Janney case 
[40-1 ustc § 9138], in which, if you will 
read carefully as to the limitations of capital 
losses, you will find that not enough change 
has been made in Section 117 to take away 
the holding of the court and that the limita- 
tion on the sale or exchange of the capital 
asset is $1,000. It is my opinion that so long 
as the asset was a community asset when 
sold and a loss sustained regardless of how 
the returns are filed, the deduction is limited 
to $1,000 under the fact situation in your 
problem. Regardless of the Janney decision, 
I heartily concur with Kern’s dissenting 
opinion in Martin L. Levy [CCH Dec. 
12,523], 46 BTA 1145.” 


H. B. Ogilvie of Columbus, Ohio, writes: 


“T have found it very convenient to have 
both working paper and exhibit paper cut 
to the size of a 1040; and if the schedule is 
properly stapled to the return, I see little 
chance of its becoming detached and lost. 
I always see that name and year date are at the 
top of each sheet. I remember one 1040 I 
made this year which had seven sheets of 
schedules solidly typewritten. In that case, 
the 1040 was more like a folder container. 
If those figures had been ‘thrown’ on a 1040, 
the collector’s office would surely have asked 
for more details, when it got around to 
looking it over.” 


Frank W. Boydstun, CPA of San Fran- 
cisco, writes the following: 


“TI have been intrigued by your $128 ques- 
tion in the May issue of TAxEs and hereby 
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venture an answer: First, you imply that 
the capital loss was a community one, as 
this would be necessary if $2,000 were to be 
deducted in 1947. From this I advance to 
the proposition that their positions are the 
same as those of a husband and wife in 
separate property states who have separate 
ordinary income and who suffered separate 
long-term capital losses in 1944 of $5,000 
gross each. Now, I think the answer can 
be extracted from Sections 117 (d) and (e) 
as applied in the case of husband and wife by 
Regulations 111, Section 29.117-5 (b). 


“The quoted regulation combines the 
capital gains and losses of spouses making 
a joint return for the purposes of the $1,000 
limitation of Section 117 (d) (2). The CCH 
editorial staff states: ‘Only one $1,000 de- 
duction would be allowed on a joint return.’ 
(482 CCH {§ 872.05.) This answers your last 
question—they would not have been per- 
mitted to deduct more than $1,000 for a 
capital loss on a joint return. 


“The deduction of $1,000 capital loss on 
each separate return in 1947 appears to be 
sanctioned by the following portion of Regu- 
lations 111, Section 29.117-5 (b): ‘If a hus- 
band and wife making separate returns, for 
any taxable year beginning after December 
31, 1942, made a joint return for each of the 
preceding taxable years ..., a net capital loss 
as shown by each such joint return shall be 
allocated to the spouses on the basis of their 
individual net capital losses for each of such 
preceding taxable years, and the net capital 
loss allocated to each spouse shall be a short- 
term capital loss of such spouse for the 
taxable year, to the extent provided by sec- 
tion 117 (e) (1).’ I interpret that to mean 
that the original capital loss is depleted on 
each joint return only to the extent allowed 
as a deduction on the joint return, or $1,000. 
After three years of joint returns they have 
used up $3,000 of their original $5,000, and 
the remaining $2,000 ‘shall be allocated to 
the spouses on the basis of their individual 
net capital losses’ for the year in which the 
loss arose. Since the loss was a community 
one, each had a half interest in the original 
loss and each retains a half interest in the 
$2,000 which has been brought to 1947 as 
provided by Section 117 (e). 


“T was also interested in your section on 
separate schedules. I’m a staunch advocate 
of separate schedules, and our firm uses 
them to the fullest extent possible. Sched- 
ules attached have been especially useful in 
California because of community property 
and because the state taxes measured by in- 
come follow the federal law on most points. 
A husband and wife require four income tax 
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returns each year—two federal and two 
state. We find it a great timesaver to put 
the whole story on schedules which show 
item totals, community interests, and sep- 
arate federal and state totals where they are 
different. One typing run of the schedules 
furnishes copies for all returns, and the 
individual return forms then show only ad- 
justed gross income total, deductions total, 
computation of the tax, and names and ad- 
dresses, etc. We follow a consistent practice 
of preparing state and federal returns at the 
same time, and the schedules provide the 
reconciliation which the state requires of 
adjusted gross income per its return with 
the same per the federal return. 


“In the case of corporations only two re- 
turns are involved, but we find another ad- 
vantage in that income and deductions can 
be set up on schedules just as they appear on 
the books of account without the necessity 
of a work sheet to reclassify items into the 
categories of the printed forms. This seems 
to please revenue agents since it simplifies 
their comparison of the returns with the 
books. We staple the schedules firmly to the 
official returns and have never been troubled 
by schedules becoming detached.” 


Mechanical Aids 


T. G. Cross, a San Diego neighbor, writes: 


“We insist on our staff using our printed 
schedules (see white sheets enclosed) as we 
saved one preparation and one proofreading 
and kept our typists from having nervous 
breakdowns. However, we still weren’t sat- 
isfied as we had three extra typewriters and 
all of the other equipment such as desks, 
chairs, etc., which were used only during the 
tax season, besides an extra room on which 
we paid rent twelve months a year. So we 
now use the yellow sheets (samples en- 
closed) and have photostat copies made of 
them at eighteen cents per sheet and save all 
typing except on the tax form itself and one 
proof-reading. We get twenty-four-hour serv- 
ice on the photostats and they turn out beauti- 
fully, being reduced in the process to the exact 
size of the return. We have given up our 
extra room, sold the equipment and have 
done away with the necessity of some tem- 
porary help. We have made thousands of 
dollars on the idea as it cut down on the 
productive time spent on returns and the 
overhead in connection therewith.” 

And Jay Robinson, a Los Angeles CPA, 
has a “ditto” system, which he claims has 
saved his firm thousands of dollars in tax- 
season typing. 


Talking Shop 


Justice! 


We like the Roseman decision [CCH Dec. 
16,327(M)]. Judge LeMire held that “the 
fact that the lots were not producing income 
at the time of sale was not conclusive,” and 
denied the Commissioner’s contention that 
they were capital assets. Maybe this deci- 
sion will encourage someone to fight Regu- 
lations 111, Section 29.23(k)-6, illustration 1. 
We regard that as the most uterly unfair 
item in the Regulations. It is Commis- 
sioner’s fiat, not a statute, that a debt ac- 
quired in a business transaction ceases to be 
a business bad debt just because the tax- 
payer sells his business. 


Words of Wisdom 


“Value of property is its actual value on 
that date, and that valuation cannot be de- 
termined by any sort of theoretical compu- 
tation. Value is what the property is worth. 
It is what it would bring in the open market 
if offered for sale by an owner willing, but 
not compelled, to sell to a purchaser willing, 
but not compelled, to buy. Value results 


_largely from demand or earning power, 


which may or may not be the same thing. 
It is commonly affected by periods of pros- 
perity or financial depression.” Rockford 
Malleable Iron Works [CCH Dec. 836], 2 
BTA 817. 


Divorce 


At the end of April there was a perfect 
rash of Tax Court cases involving alimony. 
If you missed them, here’s a check list. 


Johnson ..CCH Dec. 16,348 
Myerson .....CCH Dec. 16,364 
Van Vlaanderen ..CCH Dec. 16,360. 
Young ...........(CCH Dec. 16,363 


Variable Depreciation 


Transcending state lines is the decision of 
the California State Board of Equalization in 
the matter of Pickford-Lasky Productions, 
Inc., handed down April 1 of this year. It 
began in 1936, when the company produced 
two pictures that were not quite successful. 
If that isn’t a record for the law’s delay, 
please tell us. But the real worth of the case 
is in the following, with emphasis supplied 
by the Shoptalker: 

“We are of the opinion that Appellant is 
entitled to depreciation based on the amor- 
tization of costs on the basis of estimated 
receipts. This method has the effect of 
spreading the cost of the picture over its 
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useful life, and is supported by testimony 
that it is in accordance with recognized 
trade practice, and that it ts the only correct 
method from an accounting standpoint. A 
taxpayer is not required to use straight line 
depreciation when it can be shown that 
actual depreciation is at various rates.” 
[CCH Cartrornia TAx Reports § 8-920.] 


Trial by Jury 


Here is something to ponder. It comes 
from the Lasier case [48-1 ustc J 9252]. The 
“Perry” mentioned is Collector of Internal 
Revenue in North Dakota. Judge Vogel 
of the District Court said: 


“Inasmuch as the suit against the defend- 
ant Perry is not a prerequisite to prosecution 
of the suit as against the United States, 
the Court might ignore the inclusion of 
Perry as a defendant. Were the case to pro- 
ceed to trial, however, the Court, rather than 
ignoring the defendant Perry, would order 
the plaintiff to elect as between the defend- 
ants because of the fact that the plaintiff has 
made a demand for a jury trial. If the case 
were against the United States alone, the 
plaintiff would not be entitled to a jury, 
whereas the situation might be different if 
the suit were against the defendant Perry 
only and if the demand for a jury trial had 
been timely made. Further comment there- 
on seems unnecessary.” 


Tax Arithmetic 


In May, a Mr. Bee sent us his copy of 
1040 E. S., which he had filed before March 
15, with a memo “to please recompute ac- 
cording to new law, and have ready when I 
return to town about June 10.” Beyond 
knowing that Mr. Bee is married and has 
no dependents, we had no knowledge of his 
income. The 1040 E. S. showed an estimated 
tax of $800. 


For the benefit (we hope) of some of 
you readers who may have encountered 
similar problems, this is the way we ulti- 
mately solved it: 

The estimate was joint; nevertheless, it is 
assumed that in California, separate re- 
turns would have been filed on community 
property. Therefore, $400 would be the 


Allowable deduction 


Net income 
Exemption 










Subtect to tak ........... 


1948 © TAXES— The 


tax on half the net income after all de- 
ductions and exemptions. 


The next step was to take the old net 
rate table on page 8 of the CCH Master 
Tax Guive and look for the amount nearest 
$400. This is $380 on $2,000. Therefore, 
the remaining $20 of tax came at the next 
bracket, 20.9 per cent. Divide $20 by 20.9, 
and you get $95.69. The income, to yield a 
tax of $400, must be $2,095.69. By way of 
proof, we made this calculation: 





$2,000.00 @ 20%.......... $400.00 

95.69 @ 22%......... 21.05 
Total tentative tax........$421.05 
eee a 
RI dec pac pte eee $400.00 








Therefore, the total income subject to tax 
was $4,191.38. With exemptions added, the 
net income was $5,191.38, or, for all prac- 
tical purposes, $100 per week. 


Using $5,200 per year as a base, we had 
no difficulty in computing the tax at 1948 
rates. First, we deducted $1,200 for two 
exemptions. Next, we went to the table on 
page 50 of the CCH pamphlet explaining 
the 1948 tax law. There we found that on 
$4,000 of income on a joint return, the net 
tax is $664. 

Then we proved it the long way, as it 
must be done on the new 1040: 


Half of the net income subject to 


eee ee eee oe 
ES, ota Ud eernesets $400 
Less 1706 thereof ........... 68 
ee OO nen res $332 
Total tax on Whole .............. 664 








Better memorize the multiplication table 
of seventeens. 


More Tax Arithmetic 


In July, 1946, we published an example 
which we now bring up to date. It con- 
cerned two bachelors whose annual income 
was $3,900 each. One was paid monthly; 
the other, weekly. Their allowable deduc- 
tions were identical—$390 each. 





$3,900.00 
390.00 
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910 @ 19.36% 


Total tax 


Or: Tax on: $2,000 
910 @ 22% 
Total tentative tax 
Reduced by 
plus 12% of $200.20 


Total tax @ 1948 rates 


Withholding by wage-bracket method 


52 weeks @ $9.30 
12 months @ 40.10 


By the percentage method, the man paid 
monthly would have the following with- 
held: 


One exemption 
Balance 


PTE So ccxbs eaiet eli eee 


For the year, this would be $3 more than 
by the wage-bracket method because the 


Taxable income 


Less 5% 


1,010.00 @ 22% 


had to pay a little more. 


$ 400.00 
200.20 


600.20 


92.02 
$ 508.18 


Weekly 
$ 483.60 


$ 24.58 


bracket in which $325 falls averages $323.23, 
which, by the percentage method, gives 
$40.12, rounded off to $40.10 in the table. 

Under the old rates, the man who was 
paid weekly had a small refund due, 
whereas the man who was paid monthly 
Under the new 
rates, both have the use of a substantial 
amount until the following March 15. We 
wonder whether this will make the col- 
lectors’ task more difficult. 

If you are interested in details of the 
differences in rates, here they are: 


Old New 
$3,010.00 $2,910.00 


Difference 
$100.00 * 


400.00 


222.20 


910.00 @ 22% 


Total tax 


Less 5% 

Net tax 

On first bracket 
On second bracket 


Difference (as above)..... 


Talking Shop 


$ 591.09 
$ 22.00 








Books ... 


Corporations and Partnerships 


Federal Taxes—Corporations and Partner- 
ships 1947-48. Robert H. Montgomery, Con- 
rad B. Taylor and Mark E. Richardson. 
Ronald Press Company, 15 East 26st Street, 
New York 10, New York. 1948. Two 
volumes, 1989 pages. $20. 


The annual revisions of Montgomery’s 
work on federal taxation are eagerly anti- 
cipated by those familiar with his thesis 
that the prime need of our tax structure 
is clarification, and with his procedure of 
explaining the law in accordance with his 
thesis. What Mongomery’s Federal Taxes— 
Estates Trusts and Gifts (reviewed in the 
February, 1948 issue of this magazine) did 
for estate and gift taxation, these two 
volumes—the first on gross income and 
deductions, the second on taxes, returns 
and administration—do for the taxation 
of corporations and partnerships. 


This new edition makes certain impor- 
tant changes in content and arrangement. 
The chapters on excess profits tax have 
been eliminated since that law is no longer 
in effect, but excess profits tax relief meas- 
ures are covered in a supplement at the 
end of Volume II. Because of the con- 
fusion and inconsistency in the statutory 
and case law dealing with real estate fore- 
closures and voluntary transfers in lieu of 
foreclosure, the relevant Code provisions, 
Treasury regulations and court decisions 
have all been correlated in Chapter 7 of 
Volume I, Similarly the provisions, regu- 
lations and decisions on corporate income 
tax returns are treated in a separate chapter 
in Volume II. 

An interesting addition in the 1948 edition 
is the interpretation of the implications of 
the Supreme Court opinion in the Adams 
and Bazley cases, presenting certain “busi- 
ness purpose” and “end result” theories 
“which can affect nearly all recapitaliza- 
tions and other reorganizations.” Mont- 
gomery also recognizes the significance of 
the Supreme Court reversal of the original 
Tax Court decision in Crane v. Commissioner 
for the depreciation computations of a vast 
number of taxpayers. 
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.. Articles 


Oil and Gas Leases 


Federal Taxation of Income from Oil and 
Gas Leases. John Wendell Beveridge. 
Callaghan and Company, 401 East Ohio 
Street, Chicago, Illinois. 1948. 312 pages. 
$8. 


As a consequence of the divorce of tax 
rulings and decisions from the realities of 
commercial practice, the acquisition, oper- 
ation and sale of oil- and gas-producing 
properties are beset with a host of federal 
income tax difficulties. The author’s posi- 
tion as head of the legal department of an 
oil- and gas-producing company, and his 
previous service as Assistant United States 
Attorney in Fort Worth, enable him to 
write with understanding of these areas of 
conflict. Striking a nice balance between 
the technical analysis valuable to the tax 
expert and the more general treatment 
necessary for the lawyer whose primary 
experience lies outside the tax field, this 
volume considers taxable income from the 
creation and assignment of leases, basis, the 
application of capital gain and loss rules 
to oil and gas lease transactions, depletion 
allowance, depreciation, intangible drilling 
costs, tax problems of the operator and 
miscellaneous problems. 


In recommending improvements in the 
tax law governing the extractive industries, 
Mr. Beveridge selects the separation of 
income from depletion as of first impor- 
tance. “The decision as to whose income 
it is should be made without any reference 
to whether or not it is subject to depletion.” 
Elimination of the economic interest theory 
is also indicated. “This will be a step 
toward using business and legal terms 
whose meaning is at least ascertainable.” 
Further, the rule treating the bonus as 
ordinary income subject to a depletion 
deduction to the original lessor but not 
to the subsequent assignor of the lease- 
hold interest, has no practical basis. “The 
bonus should be classed as a capital gain, 
the selling price of the lease, and should 
not be subject to depletion.” 
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From a Revenuer's Viewpoint 


Reflections of a Revenuer. Aubrey R. Marrs. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1948. 
160 pages. $2. 

More than a quarter of a century of serv- 
ice in the Bureau of Internal Revenue, plus 
an extensive study of the historical back- 
ground of taxation, has enabled Aubrey R. 
Marrs, former Head of the Technical Staff, 
to view the functions, achievements and 
failures of the federal tax-collecting agency 
in long-range perspective. It is the task of 
the Bureau to exact the revenue which sup- 
plies lifeblood to the government, and at 
the same time to execute the tax law in 
such a way that the citizens of that govern- 
ment are not deprived of their rights, con- 
stitutional or statutory. The difficulty of 
the task is augmented by the comparative 
newness of income taxation in this country, 
by conflicting concepts of legal construction 
and by inadequate definition of the term 
“income.” In the presence of these obstacles, 
Mr. Marrs believes, “the record of per- 
formance of the revenue service is perhaps 
better than any of us had a right to expect.” 
Nevertheless, that record is “spotted with 
signal defeats.” The purpose of this book, 
therefore, is to review the course of modern 
revenue administration, and to offer criti- 
cism or justification where it is deserved. 
The perennial tax problems which demand 
consideration here include the statute of 
limitations, gifts in contemplation of death, 
the effect of Eisner v. Macomber and related 
decisions on the treatment of stock divi- 
dends, the reporting of income, tax avoid- 
ance and tax evasion. 


While writing retrospectively, Mr. Marrs 
ventures the prediction that the main battle 
of taxation, at least for the next decade, will 
be waged on the collection front. Although 
the principles of taxation are becoming more 
firmly established, it “serves no useful pur- 
pose to win a tax case on the merits 
if the Collector is unable to cover the reve- 
nue into the Treasury. The development 
of the substantive law of Federal income 
taxation has far outstripped the adjective 
or collection features of the system. The 
narrowing of this gap is a matter of prime 
fiscal importance to the Government.” 


Husband-Wife Tax Planning 


Tax Planning for Husbands and Wives. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1948. 
96 pages. $1. 


Books . . . Articles 


The salient feature of the Revenue Act 
of 1948 is the income-splitting privilege ex- 
tended to married couples, which allows 
them, at their option, to treat income and 
property, for federal tax purposes, as if one 
half belongs to the husband and one half to 
the wife. To realize the tax-saving poten- 
tialities of the new law, however, taxpayers 
and their legal or financial advisers must 
be thoroughly acquainted with its ins and 
outs. 


Echewing too technical language, but in 
specific terms, this booklet explains the pro- 
visions affecting husbands and wives, and 
calls particular attention to the factors which 
should govern the election of joint or sepa- 
rate returns. Here are answers to all the 
essential questions that must be asked in 
sound tax planning: Where is the saving? 
Who may file a joint return? When should 
the standard deduction be relinquished in 
favor of itemized deductions? How much 
medical deduction may be taken by each 
spouse on separate returns? May a net op- 
erating loss in 1948 on a joint return be 
carried back to separate returns made in 
previous years? Will it always be advan- 
tageous to file a joint fiscal year return? 
‘To what extent should the marital deduc- 
tion be utilized? What is the effect of the 
remarriage of a surviving spouse? When 
are lifetime gifts beneficial? 


The text is supplemented by tables for 
rapid determination of taxes, computation 
of savings through marital deductions or 
gifts, and calculation of life expectancies and 
probable probate and administration ex- 
penses, and by lists of state death tax 
rates and exemptions. 


Kentucky Estates 


Inheritance and Estate Taxes in Kentucky. 
Department of Revenue, Commonwealth of 
Kentucky, Frankfort, Kentucky. 1947. 


Special Report No. 6 issued by the Ken- 
tucky Department of Revenue considers 
inheritance taxation in Kentucky historically, 
statistically and critically, in a series of 
studies prepared by Edgar Z. Palmer, former 
professor of economics at the University of 
Kentucky; Rodman Sullivan, professor of 
economics at the University of Kentucky; 
and Ellis Sutton, former director of the 
Division of Income Taxation. The topics 
discussed include the purpose of inheritance 
taxation, legislation, administration, judicial 
interpretation and tax yield. Appendices 
contain the statutory provisions for hearing 
and appeal and illustrate the procedure of a 
typical inheritance tax case. 
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State Trends 


Recent Trends in Major State Taxes. Tax 
Foundation, Inc., 30 Rockefeller Plaza, 
New York 20, New York. 1948. 99 pages. 


Amid the furor of controversey federal 
tax reduction has raised, a formidable 
domestic problem meets with comparative 
indifference. “World War II and its eco- 
nomic effects have boosted state tax reve- 
nues aS a summer rain promotes mush- 
rooms. Total state tax returns grew from 
$3,645 million in 1941 to $5,774 million in 
1947, a 58.4% gain. The increase alone, 
$2,129 million, is greater than total state 
reventics in 1930, which amounted to $1,780 
million.” 


Nor does this problem admit a separate 
solution in each of the forty-eight states. 
Since the depression, states have been re- 
ceiving substantial federal assistance, which 
appears to the Tax Foundation “quite un- 
justified” at this time in the light of the 
large state revenues and the enormous re- 
sponsibilities of the national government. 


Further, the present wealth of the state 
treasuries is seen as a potential drain on 
future federal funds. “If the states gear 
their expenditures to the current high reve- 
nue yields, it will not be easy for them 
to reduce costs in the event of less favor- 
able conditions.” A more liberal spending 
policy having been set in motion, the states 
will be unable to arrest it, and will be 
forced to apply for additional federal aid. 
A normalization of revenue yields through 
tax reduction, particularly in those states 
whose prosperity is sudden and therefore 
less stable, would be the wisest long-run 
policy. 


Western Hemisphere 
Trade Corporations 


“The Western Hemisphere Trade Cor- 
poration: A Problem in the Law of Sales.” 
Russell Baker and Dwight Hightower. 
Tulane Law Review, Tulane University, New 
Orleans, Louisiana. December, 1947. 

Discussion of Western Flemisphere trade 
corporations has suffered, these Chicago 
attorneys think, from a misplaced emphasis. 





ee 





What little has been written about this 
type of corporation has been largely con- 
fined to the federal tax aspect. According 
to the authors, the problem is essentially 
one of the law of sales. “It may well be 
that this misconception of the applicable 
substantive law has denied foreign traders 
very substantial tax savings which they 
would have been entitled to had they organ- 
ized their foreign trade within the fabric 
of the law of sales.” For the business 
advantages to be obtained from such a 
course of action, read this article. 


Model Probate Code 


“Why Not a Modern Wills Act?” Philip 
Mechem. Jowa Law Review, College of 
Law, State University of Iowa, Iowa City, 
Towa. March, 1948. 


In vicw of the widespread re-examination 
of wills that the new tax act will neces- 
sitate, an ana'ysis of the Model Probate 
Code of the American Bar Association is 
particularly timely. While commending the 
code in general, Mr. Mechem confesses he 
is “a little disturbed” by the provisions 
relating to the execution, revocation and 
operation of wills, which he pronounces 
“almost incredibly reactionary, unimagina- 
tive and timid.” How these provisions 
may be amended to reflect the liberal spirit 
of the rest of the Model Probate Code, is 
the subject of this article. 


Farm Acounting 


“An Accounting System for a Farm.” 
Richard H. Smith. The New York Certified 
Public Accountant, 15 East 41st Street, New 
York 17, New York. April, 1948. 


The complexities of modern farming, and 
the importance of farm income in the 
national economy, render the old method 
of accounting “in the farmer’s head” im- 
possible. For the benefit of financial ad- 
visers to farmers, this article sets up a 
model accounting system for a 2,000-acre 
farm which carries on a variety of agri- 
cultural activities. Sample production and 
sales records and accounting statements 
are reproduced. 
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EDUCATIONAL .—Bertha 
CCH Dec. 5810; 18 BTA 1092. 


Poole Weyl, 

ELECTION.—Henry Cappellini, CCH Dec. 
4763; 14 BTA 1269. Dexter Sulphite Pulp 
& Paper Co., CCH Dec. 6959; 23 BTA 227. 
Samuel W. Weis, CCH Dec. 8526; 30 BTA 
478. 


EMPLOY.—Clarence H. Johnston, 
Dec. 4638; 14 BTA 605. 

EMPLOYEE.—J. F. Roberts, CCH Dec. 
4346; 13 BTA 438. 

ENDOWMENT.—John Markle, CCH Dec. 
8080; 28 BTA 201. 


ESTATE.—Junius Beebe, CCH Dec. 7593; 
26 BTA 190. 


EVERY DISTRIBUTION. —Lewis D. 
Newman, CCH Dec. 3101; 9 BTA 158. 

EXCHANGE.—Elmer E. Rodenbough, CCH 
Dec. 179; 1 BTA 477. 


EXCLUSIVELY FOR RELIGIOUS, 
ETC., PURPOSES.—Unity School of 
Christianity, CCH Dec. 1435; 4 BTA 61. 


EXTEND.—Alice Wilson, CCH Dec. 7023; 
23 BTA 644. 


CCH 


F 


FACILITIES ACQUIRED FOR PRO- 
DUCTION OF ARTICLES CON- 
TRIBUTING TO PROSECUTION 
OF WAR.—G. M. Standifer Construction 
Corp., CCH Dec. 1571; 4 BTA 525. Man- 
ville Jenckes Co., CCH Dec. 1611; 4 BTA 
765. 

FAIR MARKET.—James Couzens, CCH 
Dec. 3931; 11 BTA 1040. 


FEES, LICENSES, AND TAXES.—Hole- 
proof Hosiery Co., CCH Dec. 3825; 11 BTA 
547. 


FIDUCIARY.—J. R. Brewer, CCH Dec. 
5477; 17 BTA 704. 


FOREIGN CORPORATION.—John Hood 
& Co., CCH Dec. 1322; 3 BTA 1106. 


FOREIGN COUNTRY.—Chicago Portrait 
Co., CCH Dec. 5281; 16 BTA 1129. Charles 
W. Bowring, CCH Dec. 7882; 27 BTA 449. 

FORTHWITH.—Chickasha Cotton Oil Co., 
CCH Dec. 5828; 18 BTA 1144. Paul Ha- 
berland, CCH Dec. 7558; 25 BTA 1370. 

FRATERNAL BENEFICIARY ASSO- 
CIATION.—Philadelphia & Reading Re- 
lief Assn., CCH Dec. 1599; 4 BTA 713. 


Tax-Wise 


TAX-WISE—Continued from page 616 


G 


GAIN.—J. Il’. Solof, CCH Dec. 288; 1 BTA 
776. 

GAINS FROM ANY SOURCE WHAT- 
EVER.—James P. McKenna, CCH Dec. 
i2Z/; 1. BTA, 326. 

GAMBLING.—™. L. Heide, CCH Dec. 691; 
2 BTA 451. 

GIFT.—Estate of David R. Daly, CCH Dec. 
1331; 3 BTA 1042. Edwin J. Marshall, 
CCH Dec. 6115; 19 BTA 1260. 

GIFT, PROPERTY ACQUIRED BY.— 
Philadelphia & Reading Relief Assn., CCH 
Dec. 1599; 4 BLA 713. 

GOING CONCERN—I!’. E. Guild, CCH 
Dec. 6100; 19 BTA 1186. 

GOOD WILL.—Pevely Dairy Co., CCH 
Dec. 145; 1 BTA 385. C. F. Hovey Co., 
CCH Dec. 1473; 4 BTA 175. Pfleghar 
Hardware Co., CCH Dec. 3769; 11 BTA 
361. Morris Gumpel, CCH Dec. 946; 2 
BTA 1127. Providence Mill Supply Co., 
CCH Dec. 841; 2 BTA 791. 

GOVERNMENT CONTRACTS... 
Lietz Co., CCH Dec. 817; 2 BTA 773. 

GRATUITOUS.—John H. Parrott, CCH 
Dec. 1; 1 BTA 1, 


GROSS INCOME.—James P. McKenna, 
CCH Dec. 127; 1 BTA 326. 


I 


IF A CLAIM THEREFOR IS MADE.— 
United States Refractories Corp., CCH 
Dec. 3207; 9 BTA 671. 

INADMISSIBLE ASSETS.—Securities In- 
vesting Fund, Inc., CCH Dec. 115; 1 BTA 
279. 

INCLUDING A REASONABLE AL- 
LOWANCE FOR OBSOLESCENCE. 
—Manhattan Brewing Co., CCH Dec. 2378; 
6 BTA 952. 

INCOME.—J. W. Solof, CCH Dec. 288; 
1 BTA 776. Liberty Light & Power Co., 
CCH Dec. 1466; 4 BTA 155. Denver, 
Live Stock Commission Co., CCH Dec. 
2687; 7 BTA 985. 

INCURRED.—William J. Ostheimer, CCH 
Dec. 13; 1 BTA 18. Mitchell M. Frey, 
CCH Dec. 128; 1 BTA 338. 

INITIAL PAYMENT.—Max B. Shubin, 
CCH Dec. 7471; 25 BTA 792. 

INITIAL PAYMENTS.—Mrs. Mamie E. 
Einig, CCH Dec. 6082; 19 BTA 1105. 
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INSOLVENCY.—Western Union Telegraph 
Co., CCH Dec. 7850; 27 BTA 265. 


INTANGIBLE PROPERTY.—Wadall & 
Ochs, Inc., CCH Dec. 1698; 4 BTA 1093. 
Wyoming Tie & Timber Co., CCH Dec. 
3476; 9 BTA 1143. 


INTEREST.—Greenville Textile Supply Co., 
CCH Dec. 66; 1 BTA 152. Joseph W. 
Bettendorf, CCH Dec. 1138. 3 BTA 378. 
W. A. Sheaffer Pen Co., CCH Dec. 3242; 
9 BTA 842. John Hancock Mutual Life 
Ins. Ca., CCH Dec. 3552; 10 BIA 736. 
H, Oliver Thompson, CCH Dec. 5520; 
17 BTA 987. Fall River Electric Light 
Co., CCH Dec. 6954; 23 BTA 168. 


INTEREST IN PROPERTY.—/J ohn Par- 
rott CCH Dec. 2493; 7 BTA 134. 


INTERESTS. — Rishell Phonograph Co., 
CCH Dec. 605; 2 BTA 229. Midland 
Refining Co., CCH Dec. 624; 2 BTA 292. 
Lafayette Life Insurance Co., CCH Dec. 
7727; 26 BTA 946. 

INVENTORY. — Burroughs Adding Ma- 
chine Co., CCH Dec. 3262; 9 BTA 938. 

INVESTED CAPITAL.—Saenger Amuse- 
ment Co., CCH Dec. 51; 1 BTA 96. Guar- 
antee Construction Co., CCH Dec. 933; 2 
BTA 1145. Oklahoma Operating Co., CCH 
Dec. 5551; 17 BTA 1127. 


L 


LEASE.—Blossburg Mercantile Co., CCH 
Dec. 1593; 4 BTA 690. 


LEGAL.—Hewitt Rubber Co., CCH Dec. 
160; 1 BTA 424. 


LICENSE.—Blossburg Mercantile Co., CCH 
Dec. 1593; 4 BTA 690. 


LIFE OF PROPERTY. — Illinois Mer- 
chants Trust Co., CCH Dec. 1452; 4 BTA 
103. 


LIKE ORGANIZATION.—Workingmen’s 
Cooperative Assn., CCH Dec. 1409; 3 BTA 
1352. Philadelphia & Reading Relief Assn., 
CCH Dec. 1599; 4 BTA 713. Swedish 
Mission Friends’ Aid Assn., CCH Dec. 
4201; 12 BTA 1152. 


LIQUIDATION.—IV. E. Guild, CCH Dec. 
6100; 19 BTA 1186. Fred T. Wood, CCH 
Dec. 7835; 27 BTA 162. 


LOSS.—Morris Sass, CCH Dec. 4005; 12 
BTA 156. Ambrose D. Henry, CCH Dec. 
3000; 8 BTA 1089. 


LOSSES SUSTAINED.—W. P. Davis, 
CCH Dec. 2446; 6 BTA 1267. Jackson 
County State Bank, CCH Dec. 936; 2 
BTA 1100. 


M 


MADE, CONTRIBUTIONS.—C. H. Mus- 
selman, CCH Dec. 26; 1 BTA 41. 

MAIL.—United Telephone Co., CCH Dec. 
171; 1 BTA 450. 

MARKET VALUE.— American Express 
Co., CCH Dec. 714; 2 BTA 498. Somers 
Lumber Co., CCH Dec. 548; 2 BTA 106 
Neusteter Suit Co., CCH Dec. 2870; 8 
BTA 477. Wallis Tractor Co., CCH Dec. 
1309; 3 BTA 981. 

MATERIAL PART.—Mary Walker Boggs, 
CCH Dec. 3882; 11 BTA 824. 


MERGER.—A. J. Siegel, CCH Dec. 1475; 
4 BTA 186. Fred Barker, CCH Dec. 8156; 
28 BTA 657. 

MINERAL.—Parker Gravel Co., CCH Dec. 
6413: 21 BTA 51. 

MINES.—Parker Gravel Co., CCH Dec. 
6413; 21 BTA 51. 


N 

NET INCOME.—James P. McKenna, CCH 
Dec. 127; 1 BTA 326. Long Beach Im- 
provement Co., CCH Dec. 1923; 5 BTA 
590. F. C. Hubbell, CCH Dec. 4732; 14 
BTA 1040. American Varnish Co., CCH 
Dec. 595; 2 BTA 201. 

NET LOSS.—H. J. Schlesinger, CCH Dec. 
2013; 5 BTA 943. 

NET LOSSES.—Ben Ginsberg Co., CCH 
Dec. 5866; 19 BTA 81. 

NOMINAL CAPITAL.—Feeders Supply 
Co., CCH Dec. 2954; 8 BTA 839. 

NOMINAL VALUE.— Fellows Medical 
Mfg. Co., CCH Dec. 2174; 6 BTA 232. 


[Note: In our August issue we shall 
resume, with the letter “O,” our listing of 
significant words and phrases for which 
the Board of Tax Appeals or the Tax Court 
has attempted to establish definitions. ] 
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State Tax Calendar 





ALABAMA 





August 1 
Automobile dealers’ report due. 


August 10— 


Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


August 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


August 20 


Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and pay- 
ment due, 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 





ARIZONA 
August 5—— 
Alcoholic beverages licensees’ report due. 
August 10—— 


Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 


August 15—— 
Gross income report and payment due. 


State Tax Calendar 
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August 20—— 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


August 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 
August 10—— 


Alcoholic beverages report due. 

Franchise tax due. 

Motor fuel carriers’ report due. 

Statement of purchases of natural re- 
sources due. 


August 20—— 
' Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
August 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





August 1 

Common carriers’ distilled spirits tax re- 
port and payment due. 

Gasoline tax report and payment due. 


August 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 


beverages imported due. 
Distilled spirits report and tax due. 
Personal income tax second installment 
due. 
Use fuel tax report and tax due. 


August 16— 


Oil and gas production tax first install- 
ment due (last day). 





August 20—— 
Motor carriers’ gross receipts report and 
tax due. 
August 31 
Unsecured personal property tax due 
(last day). 
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COLORADO 


August 5—— 
Alcoholic beverage manufacturer’s report 
due. 
Motor carriers’ tax due. 
August 10—— 


Motor carriers’ report due. 


August 14— 


Sales tax report and payment due. 
Use tax report and payment due. 


August 15—— 
Coal mine owners’ report due. 


Coal tonnage tax report and payment 
due. 


Denver sales tax report and payment 
due. 


August 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 





August 1 
Gasoline tax due. 


August 15—— 
Corporations’ annual report and fee due. 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
Motor carriers’ gross receipts tax due. 


August 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
August 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


August 31 
Distributors’ gasoline tax report and 
payment and carriers’ report due. 





DISTRICT OF COLUMBIA 
August 1 
Bank gross earnings tax report due. 
Gas, electric and telephone companies’ 

report due. 





August 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


August 15—— 
Beer tax due. 


August 25—— 
Gasoline tax report and payment due. 


FLORIDA 

August 1 

Auto transportation companies’ report 
and tax due. 


August 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic 
beverages report and tax due. 


August 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


August 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 





GEORGIA 
August 10—— 


Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
August 15—— 
Malt beverage tax report due. 


August 20-—— 
Gasoline tax report and payment due. 


IDAHO 


Second Monday—— 
Sleeping car companies’ report due. 


August 15—— 
Beer dealers’, brewers’ and wholesalers’ 

report due. 
Cigarette wholesalers’ drop shipment re- 


port due. 
Electric power companies’ report and 
tax due. 
Gasoline tax report and payment due. 
August 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
August 10—— 
Motor carriers’ mileage tax report and 
payment due. 


August 15—— 


Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 





due. 
Sales tax report and payment due. 
August 20—— 
Gasoline tax report and payment due. 
August 30—— 
Gasoline transporters’ report due. 
INDIANA 
August 1 
Alcoholic vinous beverage tax due. 
August 10— 
Cigarette distributors’ interstate business 
report due. 
August 15—— 


Alcoholic vinous beverage tax due. 

Cigarette distributors’ drop shipment re- 
port due. 

Use fuel tax report and payment due. 


August 20—— 
Banks’ and trust companies’ intangibles 
tax report due. 
Banks’ and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


August 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


IOWA 
August 1 
Corporation report due (last day). 


August 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report 
and payment due. 


August 20-—— 
Gasoline tax report and payment due. 





KANSAS 
August 10—— 


Malt beverage report due. 


State Tax Calendar 


August 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax 
report and payment due. 


August 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


August 25—— 
Gasoline tax report and payment due. 


KENTUCKY 





August 1 
Banks’, trust companies’ and real estate 
title insurance companies’ report due. 


Corporation bondholders’ and _ stock- 
holders’ report due. 
August 10—— 
Amusement and entertainment report 


and tax due. 

Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


August 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


August 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


August 31—— 
Dealers’ and transporters’ gasoline tax 
report and payment due. 


LOUISIANA 
August 1—— 


Public utility license and pipe line trans- 
portation tax due. 

Soft drinks tax report due. 

Tobacco tax report due. 


August 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


August 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 


, 
’ 
, 
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Income tax second installment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


August 20-—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


August 31—— 
Electricity generation and sales tax and 
power use tax report and payment due. 


MAINE 





August 1 
Cigarette distributors’ license fee due. 


August 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 


August 15—— 
Use fuel tax report and payment due. 


August 31 
Gasoline tax report and payment due. 





MARYLAND 





August 1 
Bank share tax due. 
Property tax assessed by State Tax Com- 
mission due. 
Utilities’ gross receipts franchise tax due. 


August 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
August 15—— 
Sales and use tax report and payment 
due. 
August 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
August 31 
Gasoline tax report and payment due. 





MASSACHUSETTS 
August 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
August 20 
Cigarette tax report and payment due. 








August 31 
Motor fuel tax report and payment due. 


MICHIGAN 
August 5—— 
Carriers’ gasoline statement due. 


August 10—— 
Common and contract carriers’ report 
and fee due. 


August 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


August 20—— 

Cigarette report and tax. due. 

Diesel fuel users’ report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


August 31 
Corporations’ privilege fee and report due. 
Nonprofit corporations’ report due. 





MINNESOTA 





August 1 
Airline companies’ report due. 
Railroads’ leased freight car report due. 


August 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


August 15—— 
Interstate motor carriers’ mileage tax 
due. 
Railroads’ semiannual gross earnings re- 
port due. 


August 20—— 
Cigarette tax and report due. 


August 23—— 
Distributors’ gasoline tax 
payment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


report and 


MISSISSIPPI 
August 5—— 
Factories’ report due. 


August 10—— 
Admissions tax report and payment due. 


August 15—— 
Carriers’ gasoline tax report and payment 
due. 
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Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and pay- 
ment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


August 20—— 
Gasoline distributors’, refiners’, and 
processors’ report and payment due. 
August 25—— 
Oil severance tax and report due. 
August 31 





Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and_ contract carriers. of 
passengers, gross revenue tax quarterly 
installment due. 

Use fuel tax and report on fuel other 
than gasoline due. 





MISSOURI 
August 5—— 
Nonintoxicating beer permittees’ report 
f due. 
| August 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
August 15—— 
Alcoholic beverage sales report due: 
August 25—— 
Use fuel tax report and payment due. 
August 31 
First-class city property tax due (last 
day). 
Gasoline distributors’ report and pay- 
ment due. 


Soft drinks manufacturers’ report and 
payment due. 


MONTANA 





August 1 
Moving picture theatre licenses issued 
4 and tax due. 


; August 15—— 
: 3rewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


August 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


State Tax Calendar 






August 29—— 
Telephone companies’ tax and report due. 


NEBRASKA 


August 10—— 
Cigarette distributors’ 


August 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


report due. 


and 


NEVADA 





First Monday: 
Property tax quarterly installment due. 


August 10—— 
Liquor report 
due. 


August 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


August 25—— 
Dealers’ gasoline tax report 

ment due. 
Fuel users’ tax report and payment due. 


by out-of-state vendors 


and pay- 


NEW HAMPSHIRE 
August 10—— 
Manufacturers’, wholesalers’ and importers’ 
alcoholic beverages report due; whole- 
salers’ payment due. 


August 15—— 


Use fuel tax report and payment due. 


August 31 
Motor fuel report and tax due. 





NEW JERSEY 


August 1 
Property tax quarterly installment due. 
Telephone, telegraph, express, parlor and 

sleeping car, gas and electric light, oil 
and pipe line companies’ gross receipts 
tax due. 


August 10—— 


Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 


August 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ 
payment due. 





tax report and 
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August 25—— 
Busses (municipal) gross receipts report 
and tax due. 
August 30—— 
Carriers’ gasoline tax report due. 
August 31 


Distributors’ gasoline report and payment 
due. 





NEW MEXICO 
August 15—— 


Occupational gross income tax report 
and payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


August 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
August 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
August 1 


State property tax semiannual install- 
ment due. 
August 15— 
Transportation and transmission com- 
panies’ additional tax and report due. 
August 20—— 
Alcoholic beverage tax and report due. 


August 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 


August 31 
Gasoline tax report and payment due. 
Insurance companies’ premiums report 

and tax due. 
Water, gas, electric, etc., companies’ re- 
port and tax due. 













NORTH CAROLINA 


August 1 
Express, Pullman and telegraph corpora- 
tions’ report and tax due. 





August 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
August 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
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August 20—— 

Distributors’ gasoline tax report and 
payment due. 

Use fuel tax report and payment due. 


NORTH DAKOTA 


August 1—— 
Domestic corporations’ report and fee 
due (last day). 


August 10—— 
Cigarette distributors’ report due. 


August 15—— 
Beer tax report and payment due. 


Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


August 25—— 
Use fuel tax report and payment due. 


OHIO 
August 1—— 
Public utilities’ (except railroads and 
street, suburban and interurban rail- 
roads) excise tax return due. 


August 10—— 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 

beverage report due. 

August 15—— 

Cigarette use tax and report due. 
August 20—— 

Dealers’ gasoline tax report due. 


August 30-—— 
Carriers’ gasoline tax report due. 


August 31 





Foreign insurance companies’ premiums 
tax second installment due. 
Gasoline tax due. 


OKLAHOMA 
August 1 


Foreign corporations’ capital 
affidavit due (last day). 
August 5—— 
Operators’ report of mines other than 
coal mines due. 
August 10—— 
Airports’ gross receipts report and tax 





stock 


due. 

Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and 


vending machine owners’ report due. 





A 





August 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


August 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


August 31 

Corporations’ license tax due. 

Corporations’ license tax report 
(last day). 

Domestic and domesticated corporations’ 
information report due (last day). 

Oil, gas and mineral gross production 
report and payment due. 


due 


OREGON 
August 10—— 


Oil production tax report and payment 


due. 


August 15—— 
Corporation license tax due (last day). 
Property tax quarterly installment due. 
August 20—— 


Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
August 25—— 

Gasoline tax report and payment due. 


PENNSYLVANIA 
August 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


August 15—— 


Employers’ return of tax withheld at 
the source under Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
August 31 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


State Tax Calendar 


RHODE ISLAND 
August 1 


Bank deposit tax return and payment 
due. 


August 10—— 


Manufacturers’ alcoholic beverage report 
due. 


August 15—— 
Gasoline tax report and payment due. 


August 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 
August 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


August 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 


Power tax return and payment due (last 
day). 


August 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
August 1 


Motor carriers of passengers, tax due. 


August 10—— 


Interstate motor carriers’ report and tax 
due. 


August 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


August 20-—— 
Passenger mileage tax due. 


August 31 
Dealers’ gasoline tax report die. 


TENNESSEE 
August 1—— 
Public utilities’ gross receipts report and 
tax due. 
Soft drink bottlers’ report and tax due. 
Theatre tax report and payment due. 
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August 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 

Carriers’ gasoline tax report due. 


August 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


August 20-—— 

Distributors’ gasoline tax report and pay- 
ment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 
due. 

Sales and use tax report and payment 
due. 


TEXAS 
August 15—— 
Oleomargarine dealers’ report and tax 
due. 


August 20- 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 

tax report and payment due. 


August 25—— 


Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 


August 30—— 


Oil production tax report and payment 
due. 





UTAH 
August 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


August 15—— 
Use fuel tax report and payment due. 
August 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 






VERMONT 
August 10 


Alcoholic beverage tax report and pay- 
ment due. 


August 15— 
Electric light and power companies’ re- 
port and tax due. 


August 31 
Gasoline tax report and payment due. 
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VIRGINIA 
August 10—— 

Beer dealers’, bottlers’ and manufacturers’ 

report due. 

Warehousemen’s tobacco tax due. 
August 20—— 

Carriers’ gasoline tax report due. 

Use fuel tax report and payment due. 
August 31 

Gasoline tax report and payment due. 





WASHINGTON 
August 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


August 15—— 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


August 20—— 
Use fuel tax report and payment due. 
August 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
August 10—— 
Alcoholic beverage tax report and pay- 








ment due. 
August 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 
August 30 
Gasoline tax report and payment due. 
WISCONSIN 
August 1 : 
Income tax second installment due. 
August 10—— 


Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
August 15—— 
Railroads’ and _ street railways’ semi- 
annual gross receipts report due. 
August 20—— 
Gasoline tax report and payment due. 


WYOMING 
August 10—— 
Carriers’ gasoline tax report due. 
August 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 












Federal Tax Calendar 


August 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, or non- 
taxable returns for fiscal year ending 
March 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 


August 16—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for July. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 


Due date, by general extension, of returns 
for year ending February 28 in the 
case of (1) foreign partnerships; (2) 
foreign corporations which maintain 


an office or place of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 


of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 


that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American 
citizens residing or traveling abroad, August 31 
including persons in the military or 


Returns for excise taxes due for July. 
naval service on duty outside the 


Forms 726, 727, 728, 728(a), 729, 932. 
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